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EXAMINING TREASURY MARKET FRAGILITIES
AND PREVENTATIVE SOLUTIONS

Thursday, May 15, 2025

U.S. HOUSE OF REPRESENTATIVES,
TASK FORCE ON MONETARY POLICY,
TREASURY MARKET RESILIENCE, AND
EcoNoMIC PROSPERITY,
COMMITTEE ON FINANCIAL SERVICES,
Washington, DC.

The Task Force met, pursuant to notice, at 10:02 a.m., 2128 Ray-
burn House Office Building, Hon. Frank Lucas [Chairman of the
Task Force] presiding.

Present: Representatives Lucas, Hill, Huizenga, Barr, Stutzman,
Fitzgerald, Flood, De La Cruz, Downing, Vargas, Sherman, Casten,
and Bynum.

Chairman Lucas. The Task Force on Monetary Policy, Treasury
Market Resilience, and Economic Prosperity will come to order.
Without objection, the chair is authorized to declare a recess of the
committee at any time.

Without objection, all members will have 5 legislative days with-
in which to submit extemporaneous material to the chair for inclu-
sion in the record.

I would now like to recognize myself for 4 minutes for an opening
statement.

OPENING STATEMENT OF HON. FRANK D. LUCAS, CHAIRMAN
OF THE TASK FORCE ON MONETARY POLICY, TREASURY
MARKET RESILIENCE, AND ECONOMIC PROSPERITY, A U.S.
REPRESENTATIVE FROM OKLAHOMA

This hearing is entitled “Examining Treasury Market Fragilities
and Preventative Solutions.” Today, we will take a 30,000-foot view
of Treasury market structure with a particular focus on the market
under stress. We will endeavor to use last month’s volatility as a
case study in current market conditions and functioning and exam-
ine what changes may have been helpful in improving the resil-
ience of the market. We cannot overstate the importance of this
topic. A highly liquid and resilient Treasury market is fundamental
to the global economy.

There have been a number of episodes in recent years that have
made us remember the enormous privilege we have of being the
world’s global reserve currency and boast safe haven asset status.
Last month was one of those moments. We observed almost every
measure of liquidity in the Treasury market decline rapidly over a
3-day period.
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Thankfully, the market is resilient and recovered quickly from
the stress of the broader macroeconomic uncertainty but challenges
like last month remind us that we must safeguard our most impor-
tant asset, our deep, liquid, healthy, sovereign debt market. We can
bolster the resilience of the market by learning lessons from mar-
ket stress we observed in 2014, 2019, 2020, and a few weeks ago.
My, it seems relevant, does not it, when you think about that?

For example, in 2023, the Securities Exchange Commission
(SEC) voted to mandate central clearing for cash transactions and
repurchase agreements involving Treasurys. This is a fundamental
shift and a massive undertaking by market participants. I have
been working with the SEC to ensure that firms have appropriate
time to come into compliance. Similarly, we need to get implemen-
tation right. There are outstanding questions that need to be ad-
dressed, and Chairman Atkins is well-positioned with broad stake-
holder feedback to clarify the rule’s execution.

I have also repeatedly urged the prudential regulators to exempt
Treasurys and reserves from the supplemental leverage ratio and
the enhanced supplemental leverage ratio due to their low-risk na-
ture. We should incentivize participation in the market, not make
it cost prohibitive.

The Treasury market has doubled in size since I was on the
Dodd-Frank Conference Committee. We should reconsider some of
the provisions enacted that may have had adverse consequences
and that disincentivize participation in financing our debt. In the
last decade, we have seen dramatic changes in buyers of Treasurys.
Some of this is positive. Innovation is driving demand. On the
other hand, we should look carefully at what is causing some inves-
tors to leave the market. Our debt instruments need to retain their
attractiveness to a broad array of participants.

I want to make it clear, there is no silver bullet here. The Treas-
ury market will always be sensitive to macroeconomic challenges,
but there are changes we can consider to improve this resilience.
I hope to work with my colleagues on both sides of the aisle to ad-
dress these constraints.

With that, I yield back.

The chair now recognizes the ranking member of the sub-
committee, Mr. Vargas, for 4 minutes for an opening statement.

OPENING STATEMENT OF HON. JUAN VARGAS, RANKING MEM-
BER OF THE TASK FORCE ON MONETARY POLICY, TREAS-
URY MARKET RESILIENCE, AND ECONOMIC PROSPERITY, A
U.S. REPRESENTATIVE FROM CALIFORNIA

Mr. VARGAS. Thank you very much, Mr. Chairman, and thank
you for forming such an excellent panel and I want to thank the
witnesses for being here today. Thank you to each and every one
of you.

A resilient and liquid Treasury market is critical not only to the
functioning of our own capital markets but also to the functioning
of markets around the world. The Treasury market plays a key role
in the Federal Reserve System (Fed) implementing its monetary
policy, provides the benchmark risk-free rate for pricing other as-
sets, and finances our government at a low cost to the taxpayers.



3

Last month, when the Treasury market experienced volatility in
the wake of President Trump’s liberation date, it was no surprise
that many expressed alarm about the financial consequences sur-
rounding the tariffs. We saw the 10-year yield jump more than 50
basis points, which represented the largest 3-day jump since 2001.

As this administration continues to publish policy edicts through
Truth Social, a number of analysts have signaled concern that the
market volatility is here to stay. Even though we did see relatively
strong demand in the Treasury’s auctions of 10-year and 30-year
bonds following the initial movement in the market, all this uncer-
tainty makes maintaining resiliency all the more important.

Growing uncertainty is not the only reason it is pivotal to shore
up the strength of our Treasury market. The growth in existing
Treasury market debt has brought new attention to the issue of re-
silience, and this growth is on track to continue. In fact, the non-
partisan Congressional Budget Office has predicted that the U.S.”
national debt held by the public over the next 10 years will grow
from $30 trillion to $52 trillion, incredible numbers.

They also found that extending President Trump’s tax cut for the
next 10 years would add $4.6 trillion to our national debt. Let us
not forget that for all the talk about my colleagues on the other
side of the aisle about the need for government efficiency and fiscal
conservatism, the last President to balance a budget and produce
a surplus was a Democrat, President Bill Clinton. As the govern-
ment issues more debt, it will need investors willing to buy it and
it is important that dealers continue to have the ability to buy and
sell this new debt. So in order to have a strong Treasury market,
we also need to evaluate whether dealers maintain the capacity
they need to intermediate.

Given all these challenges, it is critical that we keep taking steps
toward improving the resiliency of the Treasury market. That is
one of the reasons why I have been glad to see that our financial
regulators have undertaken several reforms aimed just at that. For
instance, I am hopeful that the final rule requiring the central
clearing of eligible transactions will, as former SEC Chair Gensler
said, “Help to make the Treasury market more efficient, competi-
tive, and resilient.” In order for that to happen, though, it is essen-
tial that the market participants and regulators continue to work
together to implement it.

We have also seen steady progress on the increased data, trans-
parency, and availability within the Treasury market. Financial In-
dustry Regulatory Authority’s (FINRA’s) decision to move from
publishing weekly aggregate volume transaction data to publishing
daily aggregate volume transaction data was a step in the right di-
rection. I look forward to continue to explore other ways to ensure
that our Treasury market remains resilient for the foreseeable fu-
ture.

With that, Mr. Chairman, I again thank you, and I yield back.

Chairman Lucas. I thank the gentleman, and I appreciate his
compliment about my being in the majority for that 3 1/2 years of
surplus. With that, the chair now recognizes the gentleman from
the full committee, Chairman Hill, for 1 minute.
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STATEMENT OF HON. FRENCH HILL, CHAIRMAN OF THE COM-
MITTEE ON FINANCIAL SERVICES, A U.S. REPRESENTATIVE
FROM ARKANSAS

Chairman HiLL. Thank you, Chairman Lucas.

Today’s hearing will explore the recent volatility in the Treasury
markets and potential regulatory changes to mitigate future risk
and ensure liquidity. While we all witnessed the disruption in the
Treasury market last month, the bond market can sometimes react
sharply to sudden policy changes, irrespective of whether those
policies come from former President Obama, former President and
current President Trump, or even the Fed itself.

The Treasury market is the world’s largest and most liquid gov-
ernment bond market, and given its global and domestic impor-
tance, it is paramount that it remains resilient as possible during
times of volatility. In all markets, volatility is probable and inevi-
table, and thus policymakers must push for policies that ensure
that the markets remain liquid and orderly with the goal of pre-
venting or mitigating future episodes of volatility.

I look forward to these excellent panelists’ views on recent Treas-
ury market events and continue our policy conversation to ensure
our U.S. Treasury market resiliency.

Thank you, Mr. Chairman. I yield back.

Chairman LucaAs. Thank you, Mr. Chairman.

Today, we welcome the testimony of Mr. Nathaniel Wuerffel,
Head of Product, Global Collateral, and Head of Market Structure
at Bank of New York (BNY); Dr. Darrell Duffie, Adams Distin-
guished Professor of Management and Professor of Finance, Grad-
uate School of Business and Professor by Courtesy, Department of
Economics, Stanford University; Mr. Ira Jersey, Chief U.S. Interest
Rate Strategist and Global Rates Team Leader, Bloomberg Intel-
ligence; Ms. Jill Cetina, Executive Professor of Finance, Mays Busi-
ness School, Texas A&M University.

We want to thank each of you for taking time to be here, and
each of you will be recognized for 5 minutes to give an oral presen-
tation of your testimony. Without objection, your written state-
ments will be made a part of the record.

Mr. Wuerffel, you are now recognized for 5 minutes.

STATEMENT OF MR. NATHANIEL WUERFFEL, HEAD OF PROD-
UCT AND GLOBAL MARKET STRUCTURE, BANK OF NEW
YORK

Mr. WUERFFEL. Good morning, Chairman Lucas, Ranking Mem-
ber Vargas, and members of the Task Force. Thank you for the op-
portunity to testify on the importance of U.S. Treasury market re-
silience. My name is Nate Wuerffel, and I am the head of market
structure and the head of product for the Global Collateral Plat-
form, which supports financing of Treasury securities at BNY.

Prior to joining BNY, I spent 25 years at the Federal Reserve.
In my last role, I ran the Domestic Markets Trading Desk, carrying
out large-scale trading operations, intelligence gathering, and fi-
nancial market analysis for the Federal Open Market Committee
and the U.S. Treasury Department, among other stakeholders.

BNY was founded by Alexander Hamilton 240 years ago and has
a long and interconnected history with the U.S. Treasury market
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ever since. We have become a global financial services company
that helps make money work for the world by managing it, moving
it, and keeping it safe. Our founder negotiated the first loan to the
U.S. Government from the Bank of New York. Shortly thereafter,
as the first Treasury Secretary, he laid out his vision for how the
country would address the Nation’s debt.

It was rooted in two core attributes, safety and liquidity. Govern-
ment bonds would be safe because they would be backed in full by
the U.S. Government on their original terms and liquid because
they would be easily converted to cash at a fair market price by
any holder. It proved to be a resounding success. We are proud of
the role we continue to play supporting the U.S. Treasury market,
including as the primary settlement provider, among other activi-
ties.

The Treasury market plays an important role in the lives of ev-
eryday Americans. It serves as a benchmark for borrowing rates for
everything from mortgages to auto and consumer loans. At $29 tril-
lion outstanding, the Treasury market has grown. Over the last
decade, the market has experienced several episodes of dysfunction,
including in 2014, 2019, and following the coronavirus disease
(COVID-19) ndemic.

Most recently, the events that took place in April tested market
functioning. They prompted investors to question the resilience of
the market in the face of policy uncertainty and the potential im-
pact on the future direction of growth, inflation, interest rates, and
the supply of Treasury debt. The events serve as a reminder that
the safety and liquidity of the Treasury market are essential to its
continued functioning.

Given the critical role of the Treasury market, over the last dec-
ade, both the public and the private sectors have stepped up work
to improve the resilience of the market. One of the most consequen-
tial of these efforts is the SEC’s central clearing rule, which should
enhance financial stability by improving the willingness of market
participants to continue trading in the Treasury market, even in
times of stress. The Treasury clearing rule is only one of several
public and private sector solutions that are important to strengthen
the safety and liquidity of the Treasury market.

I would highlight three priorities. First, timely completion of the
central clearing rule would reduce counterparty credit risk and im-
prove financial stability. Implementation should provide a level
playing field for all market participants, be limited to Treasury se-
curity transactions and not inadvertently capture non-Treasury
trades, continue the current industry and regulatory momentum to
promote smooth implementation, and avoid delays that lead to ex-
cessive transition costs, and result in consistent margin practices
across the ecosystem.

Second, a targeted adjustment to leverage ratios for cash and
Treasury securities can support the ability of banks to hold cash
reserves and intermediate in the Treasury market. The leverage
ratio was intended to be a backstop but today constrains banks
from supporting Treasury market intermediation, particularly in
times of stress. A narrow adjustment would be a more effective
means of supporting Treasury market intermediation than alter-
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natives such as lowering the overall ratio, which might result in in-
creased activity and riskier assets.

Third, faster, more reliable and more efficient ways to exchange
Treasury securities for cash are essential to support market liquid-
ity. This includes discount window modernization, making it easier
to move Treasury securities across public and private liquidity
pools, and options for early and intraday repo.

BNY commends the committee for its work examining the resil-
ience of the Treasury market, and we look forward to working with
you to support a safe and liquid Treasury market. I am happy to
answer any questions you may have.

[Prepared statement of Mr. Wuerffel follows:]
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Statement of Nathaniel Wuerffel
Head of Product for the Global Collateral Platform and Head of Market Structure
BNY
Before the
United States House Financial Services Committee
Task Force on Monetary Policy, Treasury Market Resilience, and Economic Prosperity
“Examining Treasury Market Fragilities and Preventative Solutions”
May 15, 2025

I.  Introduction

Good morning, Chairman Lucas, Ranking Member Vargas, and members of the Task Force.
Thank you for the opportunity to testify on the importance of U.S. Treasury market resilience.
My name is Nate Wuerffel, and | serve as BNY's Head of Product for the Global Collateral
Platform and Head of Market Structure.

BNY is a global financial services company that helps make money work for the world—
managing it, moving it, and keeping it safe. For more than 240 years BNY has partnered
alongside clients, putting its expertise and platforms to work to help clients achieve their
ambitions. Today, BNY helps over 90 percent of Fortune 100 companies and nearly all of
the top 100 banks globally to access the money they need.! BNY supports governments in
funding local projects and works with over 90 percent of the top 100 pension plans to
safeguard investments for millions of individuals. As of March 31, 2025, BNY oversees $53.1
trillion in assets under custody and/or administration and $2.0 trillion in assets under
management.?

Il.  Our History

BNY is the nation’s oldest bank, founded by Alexander Hamilton in 1784.° BNY established
its credibility as a financial institution by being liquid, transparent, and highly resilient. These
tenets, which have guided our growth as an institution, remain core to our business today.

' BNY. (n.d.). About BNY. Retrieved from https://www.bny.com/corpor lobal/en - -bny.html
ZBNY. (2025, April 11). Earnings press release 1Q 2025. Retrieved from
thps: assets, & locuments/| i or-relati

2025.pdf
* Alexander Rose (n.d.). Making Money Work for the World: A Brief History of Bank of New York Mellon,
https://www bny.com/assets/wealth/pdf-library/240-history-timeline pdf

1
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Over our 241-year history, we have developed solutions that led to a number of firsts in the
United States economy: we provided the first loan to the U.S. government after the
Revolutionary War; we were the first company listed on the New York Stock Exchange; and
we provided essential financing to major infrastructure projects, from the Louisiana
Purchase to the Erie Canal and from the transnational railroads to the New York City Subway
system. BNY was also one of the first financial institutions to use an electronic system for
clearing government securities. Those actions - taken for granted today - were financial
innovations at the time and have played a significant role is helping the U.S. become the
world's predominant economic engine.

We are proud of the historic role that BNY has had in helping to grow the U.S. financial
system into the leading power it is today.

lll. Our Business Today

Today, we are a global financial services company with offices in more than 35 countries.*
Our business strategy is led by client choice. We are where our clients want to be, and we
have the scale and capacity to support their goals across the investments, communities, and
countries they want to be in. Our global client base ranges financial services firms, pension
funds, mutual funds, unions, endowments, corporations, as well as federal, state, and local
governments. We are proud of the trust our clients place in us, and of our role in helping
them achieve their financial objectives, no matter their size, scale, or complexity.

We have a different business model compared to a traditional retail, commercial, or
investment bank. Our core business is to provide custody, clearing, collateral management,
and other financial services to institutions and governments—not consumer banking.

Through its three primary business segments, BNY is uniquely positioned to serve the end-
to-end investment lifecycle, acting as a single, integrated platform for clients looking to
create, administer, manage, transact, distribute, or optimize investments.®

Our Securities Services segment is composed of our Asset Servicing, Corporate Trust, and
Depositary Receipts businesses. This segment includes our core custody services: the
safekeeping, recordkeeping, and servicing of assets on behalf of our clients and their
clients.

Our Market and Wealth Services segment includes a number of industry-leading businesses.
The first is Pershing, whose platform provides access to clearing, settlement, and other
services for broker dealers and registered investment advisors. Our Treasury Services
business includes our payments platform, which offers clients the ability to process

4 BNY. (n.d.). Retrieved from A -us/]
S BNY. (2025). Annual Report 2024, Retrieved from
QI o clo =




9

payments across multiple instant payment rails. We process approximately $2.4 trillion of
payments per day across all payment rails.® Through our Clearance and Collateral
Management businesses, we clear and settle more than $19 trillion in equity and fixed-
income transactions daily in over 90 markets and manage more than $6.5 trillion in collateral
balances worldwide.”®

Finally, our Investment and Wealth Management segment comprises our asset management
business and a private bank that services individuals, families, family offices, and non-profits.
BNY has a multi-firm investment management business, which gives clients the choice to
invest in an array of asset classes and strategies through a variety of vehicles depending on
their needs.

IV. History of the U.S. Treasury Market

The U.S. Treasury Market and BNY share a long and interconnected history. Following the
Revolutionary War, the U.S. owed $80 miillion with unpaid interest on the debt amounting to
$4.5 million annually. In 1787, the government stopped submitting installments even on the
principal.? After being named our nation’s first Treasury secretary, Alexander Hamilton
negotiated a $200,000 loan from The Bank of New York to fund the government and meet
the country’s immediate obligations.'® That loan - known as Warrant #1, which sits proudly in
our New York headquarters - was just the beginning.

In January 1790, Hamilton sent a report to Congress that laid out his vision for how the
country would address the nation’s debt."" He believed that “[N]ational debt if it is not
excessive will be to us a national blessing; it will be [powerful] cement of our union.”'? His
plan was rooted in two core attributes: safety and liquidity. Government bonds would be
safe because they would be backed in full by the U.S. government on their original terms,
and liquid because they could be easily converted to cash at a fair market price by any

holder.

é Bl".l\rr (2025). Annual Report 2024. Retrieved from

N BNY (n d.). Clearing and Collateral Managemem Retneved from -

https://www.bny.com/corporate/global/en/solutions/securities-services/clearance-and-collateral-

management. htm
? Alexander Rose (n.d.). Making Money Work for the World: A Brief History of Bank of New York Mellon,

https://www.bny.com/assets/wealth/pdf-library/240-history-timeline. pdf

od.

" National Archives. {n d.}). Report Relatwe to a Provision for the Support of Public Credit [? January 1790].
Retrieved from -06-02- o _

2 Mational Archives. (n.d.). Letter from Alexander Hamilton to Robert Morris, [30 April 1781]. Retrieved from
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Hamilton's plan proved to be a resounding success. Just five years later, the national debt
was consolidated and interest payments paid on time. Overseas opinion of America's
financial integrity was transformed. The United States enjoyed the highest credit rating in
European capital markets and investors were so eager to buy U.S. bonds that they were
selling for ten percent over par.”

Today, there is no other market in the world where so much liquidity can safely change
hands so quickly. An average of more than $926 billion in cash and $5 trillion in financing
transactions involving Treasury securities occur every day.™

V. Our Support of the U.S. Treasury Markets

Since issuing the first loan to the U.S., BNY has played an important role in building the
safety and liquidity of the Treasury market:

* We are the primary settlement provider for the Treasury market.

*  We custody approximately a third of marketable Treasury securities.

* We are the leading triparty liquidity venue in the world for Treasury securities.

* We are one of the top intermediaries in centrally cleared Treasury repo financing, and
the world's leading agent lender.

VI. Role of the U.S. Treasury Markets in Americans’ Lives

Owing to the United States’ creditworthiness and status as the world's leading economy, the
U.S. Treasury market has become the biggest, deepest, most liquid bond market in the
world. It plays an important role in the lives of Americans.

« Itserves as a benchmark for global financial instruments and markets. U.S.
Treasury yields influence the borrowing rates for everything from mortgages to auto
and consumer loans to corporate debt to capital markets globally.

+ It efficiently finances the U.S. government. Through the “regular and predictable”
issuance of debt with various maturities (short-term bills, medium-term notes, and
long-term bonds), the Treasury market allows the government to be financed at the
least cost to taxpayers over time.'®

3 Alexander Rose (n.d.). Making Money Work for the World: A Brief History of Bank of New York Mellon,

h 2 m Ith -li -hi -timeli

41).5. Department of the Treasury. (2025). Treasury Borrowing Advisory Committee, Developments in Central
Clearing in the U.5. Treasury Market. Retrieved from

https://home treasury.gov/system/files/22 1/ TBACCharge2012025 pdf

' U.S. Department of the Treasury. (2024, July 11). Remarks by Assistant Secretary for Financial Markets
Joshua Frost on Principles of U.5. Debt Management Policy. Retrieved from

https://home.tr .gov/news/press-rel jy24.
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¢ Itis used as a transmission mechanism for monetary policy. The Federal Reserve
conducts purchase, sale, and financing transactions in the Treasury market, including
daily repo and reverse repo operations, as a means of supporting economic growth
and keeping the federal funds rate in the target range set by the Federal Open
Market Committee.’®

« Itserves as a safe haven for investors in times of stress. Investors have viewed
Treasury securities as a risk-free or near-cash asset - assets that retain their value and
can be easily sold during both normal and stressed market periods."”

VII. Recent Market Developments

At $29 trillion outstanding, the Treasury market has grown since the pandemic, when it
stood at $17 trillion. The Congressional Budget Office forecasts it will nearly double in size
over the next 10 years, with government deficits and the rising cost of interest payments
pushing the market to more than $52 trillion."® This will boost the amount of collateral to be
financed and pressure dealers to intermediate an even larger market.

The growth in the Treasury market and several market liquidity events have raised concerns
regarding the resilience of the Treasury market. Over the last decade, the market has
experienced several episodes of dysfunction, including in 2014, 2019, and following the
COVID-19 pandemic. These episodes have caused the public and private sector to reassess
the underlying safety and liquidity of the Treasury market, particularly its capacity to absorb
and rebound from shocks.™

Questions regarding the functioning of the Treasury market surfaced following the “flash
rally” in 2014, when Treasury yields fell and then quickly rebounded without a clear cause.
The episode highlighted the role of high-speed electronic trading in the changing structure
of the Treasury market, and prompted the Inter-Agency Working Group for Treasury Market
Surveillance (IAWG) - composed of staff from the U.S. Department of the Treasury (U.S.
Treasury), Board of Governors of the Federal Reserve System (Federal Reserve), Federal
Reserve Bank of New York (FRBNY), Securities and Exchange Commission (SEC), and

e Federal Reserve Bank of New York. (n.d.). Monetar)r Polucy Implementatuon Retrreved from

” Securmes Industry and Fmancual Markets Assccuatuon (n.d. ) Treasury Market Structure Retneved from
'8 Congressional Budget OFFuce. (2025). The Budget and Economic Outlook: 2025 to 2035. Retrieved from
https://www.cbo.gov/system/files/2025-01/60870-Outlook-2025 pdf

% J.5. Department of the Treasury. (n.d.). IAWG Treasury Report. Retrieved from
https://h tr GOV, files/136/IAWG-Treasury-Report.pdf




12

Commodity Futures Trading Commission (CFTC) - to review and make several
recommendations to improve the resilience of the market.?®

Market functioning concerns were further amplified by Treasury funding market pressures in
2019, when repo rates increased in response to a shortfall of liquidity. The 2020 pandemic
“dash for cash” resulted in dysfunction in the Treasury market. Prices for Treasury securities
often rise as investors seek the safety of the instruments. But faced with significant
uncertainty, investors sold Treasury securities to raise cash, causing Treasury prices to fall
and strains in intermediation.

In both 2019 and 2020, the Federal Reserve intervened to restore Treasury market
functioning, injecting liquidity into the market by purchasing and financing Treasury
securities in large scale. During the pandemic, the Federal Reserve purchased at a pace not
seen before, buying more than $1 trillion in securities in just over 4 weeks, eventually
bringing its balance sheet to an all-time high of more than $8.5 trillion with Treasury security
heldings of more than 25 percent of the market.!

Since the pandemic, the Treasury market has continued to experience bouts of volatility that
have had echoes of prior events. For example, in 2023, amidst regional banking stresses,
Treasury market volatility rose as investors became worried about the market risk of
Treasury securities held by the banking system.

Most recently, the events that took place in April tested market functioning and prompted
investors to question the resiliency of the market in the face of trade and policy uncertainty.
Changes in trade policy prompted volatility across global asset prices that spilled over into
uncertainty about the future direction of growth, inflation, interest rates, and the supply of
Treasury debt.??

Although Treasury markets often act as a safe haven in times of stress, in April, investors
again began selling their Treasury holdings, pushing up interest rates and testing Treasury
market functioning.?* Measures of market liquidity - the ability to easily convert a Treasury
security to cash - deteriorated measurably.

201).5. Department of the Treasury, Board of Governors of the Federal Reserve System, Federal Reserve Bank
of New York, & U.S. Securities and Exchange Commission. (2014, October). Joint Staff Report: The U.S.
Treasury Market on October 15, 2014. Retrieved from https://www.sec.gov/files/treasury-market-volatility-10-
14-2014-joint-report. pdf

2! Federal Reserve Bank of Richmond. (2022). Econ Focus, Q3. Retrieved from

https:/fwww.richmondfed.or lications/r rch n_fi /g3 federal r

2 1).S. Department of the Treasury. (2025, April 29). Report to the Secretary of the Treasury from the Treasury
Borrowing Advisory Committee. Retrieved from https://home.treasury.gov/news/press-releases/sb0121

3 BNY (2025, April 15). Cross- Border Outﬂows Perslst in U.S. Fixed Income. Retneved from
h ital- ifl

thouuhts.-’cros_s border-ourflows oersl;;-ln us- |§§ﬁ -income.html
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Treasury financing markets showed some initial signs of precautionary liquidity building,
especially after a poorly received auction, with market participants shortening their
positions, demanding higher levels of cash, and bidding up term repo rates. Additionally,
swap spreads narrowed sharply, prompting concerns about a possible disorderly unwind of
levered positions similar to the unwind of the cash-futures basis trade that amplified
volatility during the pandemic.?

As uncertainty eased, Treasury market functioning improved and funding market pressures
lifted, but the events serve as a reminder that the continued safety and liquidity of the
Treasury market are essential to its functioning.

VIIl. Regulatory Developments and the Impact on Treasury Markets

Given the critical role of the Treasury market, over the last decade both the public and
private sectors have stepped up their work to improve the resilience of the market.®
Following the pandemic, the IAWG consolidated official sector efforts into five broad
workstreams including:

s Improving the resilience of market intermediation,

» Improving data quality and availability,

* Evaluating expanded central clearing,

« Enhancing trading venue transparency and oversight, and

* Examining effects of leverage and fund liquidity risk management practices.?

The changes being implemented as part of these workstreams represent the most
significant changes to the Treasury market in decades.

One of the most consequential is the SEC's mandate for central clearing, which could
require some $4 trillion in daily transactions to be centrally cleared and is set to reassemble
the structure of the Treasury market.?” The rule will interpose a central counterparty (CCP)
between the counterparties of every eligible transaction, making the CCP the buyer to every
seller, and the seller to every buyer. Because CCP risk management includes margin,
liquidity, and default management processes, counterparty credit risk in the Treasury market
should be lower. This should enhance financial stability by improving the willingness of

2 BNY (2025, April 22). A Trio of Treasury Market Issues. Retrueved from

* For example, in 2021, the Group of 30 published a set of 10 recommendations to enhance Treasury market
resilience. Link: https://group30.org/images/uploads/publications/G30 U.S . Treasury Markets-

_Steps Toward Increased Resilience 1.pdf

#10.S. Department of the Treasury. (n.d.). IAWG-Treasury-Report. Retrieved

from https://home.treasury.gov/system/files/136/IAWG-Treasury-Report.pdf

T BNY. (n.d.). Central clearing: US Treasury market reassembly requured Retrieved
from https: ari
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market participants to continue trading in the Treasury market, even in times of stress when
they might otherwise back away from their counterparties for fear of credit risk. Central
clearing also should offer improved intermediation by providing some balance sheet relief
through netting of offsetting transactions.

However, the rule will require market participants to change the way they interact in the
Treasury market, including significant process, systems, legal, and operational changes
required to centrally clear their transactions. CCPs also require their members to post
margin and make contingent liquidity commitments, which could increase the cost of
transacting in the market relative to current conditions, and increase the demand for
liquidity to support margin in both normal and stress periods.

Although central clearing is the most significant of the efforts currently underway, the IAWG
has already implemented a number of other changes that should support Treasury market
functioning. Among other advancements, the IAWG data quality and availability
workstream’s efforts have improved market transparency through monthly publication of
TRACE aggregate statistics on Treasury market activity and through the Office of Financial
Research’s data collection on non-centrally cleared bilateral repo transactions. The Federal
Reserve in 2021 also launched the Standing Repo Facility, providing a liquidity backstop for
Treasury and agency securities collateral.?®

XI. Public and Private Sector Solutions

BNY commends the Task Force for its work in examining the resilience of the Treasury
market, particularly against the backdrop of these important market structure changes. The
Treasury clearing mandate is only one of several public and private sector solutions that are
important to strengthen the safety and liquidity of the market. | would highlight three
priorities:

i. Improve Market Safety and Reduce Systemic Risk: Complete Treasury Clearing
Implementation in a Timely Manner

We believe timely completion of the central clearing rule for the Treasury market is
necessary to reduce counterparty credit risk and improve financial stability. To implement
the Treasury clearing mandate, there are several important outstanding operational and
regulatory issues that need to be resolved.

¢ First, the implementation of mandatory clearing should provide a level playing
field for all market participants. The rule should apply to eligible transactions by
CCP members wherever they are conducted and should not allow transactions to

* Board of Governors of the Federal Reserve System. (2021, July 28). Statement Regarding Repurchase
Agreement Arrangements. Retrieved from
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avoid central clearing simply because they are conducted in non-U.S. jurisdictions or
settlement venues.

+ Second, implementation should be limited to Treasury securities transactions
and not inadvertently capture non-Treasury trades. The rule as currently proposed
would cover repo trades that are commonly collateralized by baskets of mixed
collateral types, including agency mortgage-backed securities, which could raise
mortgage borrowing rates.

« Third, continued industry and regulatory momentum is important in order to
promote smooth implementation and avoid delays that lead to excessive
transition cost. In addition to timely resolution of the outstanding scoping issues
above, documentation and infrastructure changes to support new access models,
including done away clearing, should be made promptly.

« Fourth, consistent margin practices should be implemented across the
ecosystem and market participants. Today, more than 70 percent of non-centrally
cleared bilateral repo trades are transacted with zero margin, which could leave
counterparties exposed to undue counterparty credit risk.?’ The clearing rule will
require margin from CCP members but does not address the margin paid by non-
CCP participants. The gap leaves the market with an unlevel playing field and
conditions that result in a commercial race-to-the-bottom in risk management
practices.”® Efforts like those of the Treasury Market Practices Group to promote
consistent margin practices should be implemented in conjunction with the clearing
rule.32

ii. Promote Treasury Intermediation: Adjust the Leverage Ratio for Cash and
Treasury Securities

A safe and liquid Treasury market depends on the ability of firms to buy and hold U.S.
Treasuries, and for banks and dealers to finance and intermediate those trades. These
activities can be constrained by bank leverage ratios, especially in times of stress.

All U.S. banks must comply with the Tier 1 leverage ratio (T1LR); the largest U.S. banks must
comply with the Supplementary Leverage Ratio (SLR); and the U.S. Global Systemically

2" Oﬁuce omeancuaI Research. (2023, May 12) Why Is. So Much Repo Not Centrally Cleared? Retrieved from

30 |d
1 Federal Reserve Bank of New York. (2025, February 26). TMPG Proposed Best Practices on Treasury Repo
Risk Management. Retneved from https://www.newyorkfed.org/medialibrary/Microsites/tmpg/files/TMPG-
P - - Q- - -Rigk-|
= Commodny Futures Tradmg Commlssuon (n.d.). Treasury Cash & Futures Basus Trade Report Retrieved

a 0 a a
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Important Banks must comply with the Enhanced Supplementary Leverage Ratio (eSLR).*
Unlike risk-based capital, leverage-based capital is designed to be risk agnostic, meaning
banks must hold the same amount of capital for reserves - cash held at the Federal Reserve
- and U.S. Treasury securities as they would for more risky assets.

The leverage ratio was designed to be a backstop so that, in the event risk-based capital fell
short, banks would still hold sufficient capital against leverage. Given changes in the size of
the Treasury market and to monetary policy implementation, however, the leverage ratio
has served as the binding constraint for many banks, limiting intermediation in the Treasury
market.

In times of stress and volatility, investors often seek the safety of more liquid assets,
including Treasury securities and cash. As a result, banks may see an increase in Treasury
market financing and trading activity, and growing cash deposits from customers who
liquidate or finance assets to build up cash holdings, held by banks in the form of reserves.

However, both activities can be bound by the leverage ratio because reserves and repo
financing transactions drive up the assets on bank balance sheets, limiting the ability of
banks to intermediate precisely when that intermediation is most needed. Asset purchases
by the Federal Reserve aimed at restoring market functioning can further exacerbate
leverage ratio constraints by ramping up bank reserve holdings. Recent research indicates
that excluding cash and U.S. Treasuries from the SLR and T1LR would increase the ability of
banks to intermediate in the Treasury market.* The adjustment would also be a more
effective and targeted means of supporting Treasury market intermediation than
alternatives such as reducing the overall ratio that might instead result in increased activity
in riskier and higher-returning asset classes.

iii. Support Market Liquidity: Improve the Ability to Convert Treasury Securities for
Cash

Additionally, we support faster, more reliable, and more efficient ways to exchange Treasury
securities for cash. A more liquid market can help avoid market dysfunction by giving
market participants the ability to easily convert their Treasury holdings to cash, making the
need for large-scale central bank intervention more remote.

These solutions include:

“*Board of Governors of the Federal Reserve System. (2019, October 10). Requirements for Domestic and
Foreign Banking Organizations Tailoring Rule Visual. Retrieved from
https:/fwww.federalreserve.gov/aboutthefed/boardmeetings/files/tailoring-rule-visual-20191010.pdf

* Bank Policy Institute. (2025, February 6). Treasury market resiliency and large banks' balance sheet
constraints. Retrieved from hitps: i.com/tr -market-resiliency-and-large-banks-balance-sh

constraints/
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* Modernizing the Federal Reserve Bank Discount Window operations, including
harmonization of collateral processes with the Federal Home Loan Bank System
where many smaller lenders and community banks hold collateral.

* Making it easier to move Treasury securities across collateral platforms to be able to
access public and private liquidity sources, such as triparty repo, the FHLB platforms,
the Standing Repo Facility, and the Discount Window.

s Expanding readiness and lowering the stigma to use the Discount Window and
Standing Repo Facility so that they can be tapped readily.

* Providing additional options to convert Treasury securities to cash throughout the
day, including through early morning and intraday repo. In the future, this could also
include tokenized Treasury securities and settfement.

Together, these would improve Treasury market resiliency by making it easier to move
collateral where it can be most effectively deployed to access liquidity.

Xil. Conclusion

BNY remains committed to supporting the U.S. Treasury market and the vital role it plays in
the lives of everyday Americans. We look forward to working with the Task Force to provide
our expertise and perspective as it looks to bolster both the safety and liquidity of the
Treasury market.

i1
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Chairman Lucas. Thank you.

Dr. Duffie, I may have spent too much time in reconciliation
markups in the last 10 days. You are now recognized for 5 minutes
for your oral remarks.

STATEMENT OF MR. DARRELL DUFFIE, PH.D., ADAMS DISTIN-
GUISHED PROFESSOR OF MANAGEMENT AND PROFESSOR
OF FINANCE AT THE GRADUATE SCHOOL OF BUSINESS, AND
PROFESSOR BY COURTESY, DEPARTMENT OF ECONOMICS,
STANFORD UNIVERSITY

Mr. DUFFIE. Thank you, Chairman Lucas, and thank you for in-
viting me to testify today.

Weaknesses in the structure and regulation of the Treasury mar-
ket raise the cost to American taxpayers for funding the govern-
ment. These weaknesses also risk financial stability and effective
monetary policy. For U.S. Treasurys to remain the world’s premier
safe haven asset and the anchor of dollar dominance, the inter-
mediation capacity of the Treasury market must be greatly ex-
panded.

Although, as you said, Chairman Lucas, there is no silver bullet
for this, regulators could consider the following policies. One, fix
the capital regulation known as the supplementary leverage ratio,
or SLR. Two, encourage the emergence of all-to-all trade in the
Treasury market. Three, transparently separate the Federal Re-
serve’s purchases of Treasurys that support crisis market func-
tioning from the Fed’s other asset purchases. Four, make further
use of the Treasury Department’s buyback program. To my under-
standing, Chairman Lucas, Treasury market regulators have suffi-
cient authorities from Congress to address these policies.

When COVID-19 became a global pandemic in March 2020, the
Treasury market became dysfunctional because bond dealer bal-
ance sheets could not handle the surge of investor sales of Treas-
urys. Last month, tariff policy shocks threatened a similar crisis.
Until concerns about the resilience of the Treasury market are ad-
dressed, bond investors who anticipate a need to raise cash quickly
in a future crisis will reduce their everyday reliance on U.S. Treas-
urys. The cost to American taxpayers will rise correspondingly.

The SLR reduces the incentives of banks to buy safe assets. Re-
serves, Treasury repos, and short-term securities have very low
risk but require the same SLR capital buffer as a risky real estate
loan. The prices of long-term Treasurys, however, are volatile in a
crisis and are not risk-free from the perspective of a bond dealer.
If regulators do reduce the SLR for safe assets, the resulting reduc-
tion in bank capital should be offset with other changes in capital
requirements.

The best capitalized dealers are those most able to provide li-
quidity to the Treasury market, especially during a crisis. Investors
should be enabled to trade Treasurys not only with dealers but also
directly with each other on all-to-all platforms. This would increase
market capacity and resilience. It is notable that all-to-all Treasury
futures markets maintained functionality even through the COVID
shocks of March 2020.

Incentives for the emergence of all-to-all trade are improved by
more central clearing, more post-trade price transparency, and
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eliminating the market practice known as done-with trading, by
which investors who clear transactions through a given dealer are
required to also trade with that same dealer. Regulators should
push further in all three of these directions.

Fed purchases of Treasurys to support market functioning will
probably be necessary in some future crises but could act at cross-
purposes with monetary policy or could even be confused with fiscal
actions. The Fed should clearly distinguish its market function pur-
chases from quantitative easing. Market resilience would also be
enhanced if the Fed’s Treasury market trades are settled at clear-
inghouses.

In some future crises, the Treasury Department could play its
own liquidity backstop role by using its ability to buy back Treas-
urys. When Treasury Secretary Bessent was asked last month
about tariff-related stresses in the Treasury market, he said, “We
have a big toolkit that we can roll out. We could up the buybacks.”
I agree with that.

In conclusion, while already planned improvements in Treasury
market regulation, especially expanded central clearing, as Mr.
Whuerffel said, are helping, these are not nearly enough. The capac-
ity of the Treasury market should be significantly expanded. Treas-
ury market regulators are well-positioned to achieve this. Thank
you.

[Prepared statement of Mr. Duffie follows:]
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Hearing on
Examining Treasury Market Fragilities and Preventative Solutions

Testimony before the House Financial Services Committee
Task Force on Monetary Policy, Treasury Market Resilience, and Economic Prosperity

Darrell Duffie
Adams Distinguished Professor of Management and Professor of Finance
Graduate School of Business, Stanford University

May 15, 2025

Thank you for inviting me to testify on Treasury market fragilities and preventative
solutions.” The burgeoning quantity of U.S. Treasury debt and weaknesses in the design
and regulation of U.S. Treasury markets have reduced the reliability of the world's premier
safe-haven asset. This raises costs to American taxpayers for funding government
spending, erodes many other advantages to the United States of dollar dominance, and
poses risks to financial stability and effective monetary policy.

Since the Global Financial Crisis (GFC}, the intermediation capacity of the Treasury market
is far more constrained by the balance sheets of primary dealers. Since 2007, for example,
the quantity of Treasury debt held by the public, relative to the total size of primary-dealer
balance sheets, has increased four-fold (Figure 1). This trend continues because of large
U.S. fiscal deficits and post-GFC regulatory capital constraints, some of which are
necessary for financial stability but constrain Treasury market intermediation capacity and
liquidity during crises.

For U.S. Treasuries to remain the world's preferred safe-haven asset and the anchor of
dollar dominance, the intermediation capacity of the Treasury market must be greatly
expanded. Although there is no silver bullet for achieving this, regulators should fix the
bank capital regulation known as the Supplementary Leverage Ratio (SLR), encourage
(although not mandate) the emergence of all-to-all trade in the Treasury market, further
exploit the Treasury Department’s Buyback program, and ensure that the Federal
Reserve's last-resort purchases of Treasuries to maintain market functionality are clearly

" This i il with ission, some ges from "How US Treasuries Can Bamain the Warld's
Safe Haven,” Journal of Economic Perspectives, Volume 39, Number 2, Spring 2025. | am grateful for expert
research assistance from Renhao Jiang and Hala Moussawl.
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separated from the Fed's other asset purchases. To my understanding, Treasury market
regulators already have sufficient authorities from Congress to address these objectives.

0.8
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Ratio of Treasuries outstanding fo primary dealer assets
o
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Figure 1. The ratio of US Treasury securities outstanding 1o primary dealer assets, 1998-2024. Data: The
Federal Reserve and public company filings. Assets are measured at the holding-company level,

Dollar dominance is part and parcel with a deep and liquid Treasury market, U.S. Treasury
securities are, by far, the first choice of safe-haven investors around the world. Treasuries
serve two distinct safe-haven roles. First, they are a crisis hedge. As the risk of a crisis
rises, global investors reduce risk by buying Treasuries and dollars in a flight to quality.
With the tariff news that shook financial markets in early April of this year, it was worrisome
that this historical pattern was broken when the market values of the U.S. Dollar and U.S.
Treasuries dropped sharply together.

Figure 2 shows significant changes over time in the composition of investors in U.S.
Treasuries. Since 2009, foreign investors, the largest of which are foreign central banks,
have reduced their share of the total from over 50% to less than 35%. As the pace of
Treasury debt issuance rises, it will be a challenge for the U.S. Government to attract
enough demand for its debt by safe-haven investors without offering them higher yields.
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Figure 2, The compasition of owners of U.S. Treasury securities, 1990 to 2025, from research in progress by
Rafael Berriel, Miguel Chumbo, and Darrell Duffie. Data: Federal Reserve, Financial Accounts,

More discretionary investors such as hedge funds and mutual funds will fill the gap, but
with yet higher yields and less stable holdings.

The second safe-haven role of Treasuries is to act as a store of value that can be quickly
liguidated for cash whenever a crisis hits. When this happens, the market must be able to
quickly intermediate surging investor demands to sell Treasuries.” When the World Health
Organization declared COVID-19 a global pandemic on March 12, 2020, the Treasury
market was suddenly unable to meet this second safe-haven role effectively because bond
dealers could not expand their balance sheets sufficiently to handle the flood of demands
by investors around the world to sell their Treasuries. Total customer-to-dealer bond-
market trade volumes suddenly jumped to over ten times their respective 2017-2022
sample medians.” Bond dealers reached the limits of their intermediation capacity, and
the Treasury market became dysfunctional.* Dealer-to-customer bid-offer spreads and

? Dutfie, Darrell (2023) “Resilience Aedus in the US Treasury Markeat,” in Structural Shifts in the Global
Economy, A Symposium Sponsored by Federal Reserve Bank of Kansas, Jackson Hole Wyoming, August,
2023, pages 77-119.

* Dutfie, Darrell, Michael Fleming, Frank Keane, Claire Nelson, Or Shachar, and Peter Van Tassel (2023)
“Dealer Capacity and US Treasury Market Functionality,” Federal Reserve Bank of New York Staff Report
1070, October.

*Brauning, Falk, and Hillary Stein (2024) “The Effect of Primary Dealer Constraints on Intermediation in the
Treasury Market,” Federal Reserve Bank of Boston Working Paper 24-7, Federal Reserve Bank of Boston, July;
Duffie, Darrell, Michael Fleming, Frank Keane, Claire Nelson, Or Shachar, and Peter Van Tassel (2023}
"Dealer Capacity and US Treasury Market Functionality,” Federal Reserve Bank of New York Staff Report
1070, October; and He, Zhiguo, Stefan Nagel, and Zhaogang Song (2022) "Treasury Inconvenience Yields
During the COVID-19 Crisis,” Journal of Financial Economics, Volume 123, 57-79.
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market depth® worsened by over ten-fold. Among other steps taken to backstop the
market, the Federal Reserve purchased almost $1 trillion dollars of Treasury securities
from primary dealers in the first three weeks after March 12, freeing dealer balance-sheet
space to handle more sales by domestic and global investors. Weak market functionality
nevertheless persisted. Although Treasury market liquidity gradually returned to normal,
many investors must have noticed that at the crux of the March 2020 crisis that they had
not benefited from a liquid and deep Treasury market.

In early April of this year, tariff policy shocks threatened a similar crisis. As shown in Figure
3, a surge of Treasuries trading sharply increased the flow of risk onto dealer balance
sheets. The depth of the market for 10-year Treasury notes on the largest dealer platform
for trading Treasuries plunged on April 8 from a norm of about $200 million to a mere $30
million.® A full-blown crisis in the Treasury market was averted when the Administration
postponed its tariff plans.

The quantity of U.S. federal debt held by the public has now reached the level of U.S. GDP
for the first time since World War Il and is expected by the Congressional Budget Office to
rise from about $29 trillion today to approximately $52 trillion by 2035, implying an even
greater imbalance between the supply of Treasury securities and the surge intermediation
capacity of Treasuries dealers. Bonds issued by other governments are unlikely to displace
the premier safe-haven status of U.S. Treasuries for decades. But until concerns about the
resilience of the markets for Treasuries are addressed, global investors who anticipate a
need to raise large amounts of cash quickly in future crises will reduce their reliance on
U.S. Treasuries. The cost of funding the U.S. government will rise correspondingly.

Improvements in Treasury market structure and regulation can increase the resilience of
the Treasury market to future crises. Please let me suggest the following approaches for
consideration by Treasury-market regulators.

* Market depth is the quantity of securities that can be traded at prices that are within a defined difference
from the midpoint price on the Brokertec order-book market,

“This is 2.4 standard deviations worse than the average depth over the preceding three years, Data: “US
Treasury Market Daily, There’s no crying in basis: Dissecting Treasury market liquidity, swap spreads, basis,
and funding,” 1.P. Morgan, April 9, 2025,
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Figure 3. Risk-scaled daily volumes of trade in the market for U.S. Treasury notes, January through April 2025
(trailing 3-day average). Risk weighting is by approximate maturity and by Treasury yield volatility (MOVE).
Data sources: FINRA TRACE for Treasuries and Bloomberg (MOVE).

Reducing the Distortionary Effect of Leverage-Based Capital Requirements

Aleverage-based capital rule requires that a bank's capital exceeds a fixed fraction of its
total assets—without considering the riskiness of the assets. Relative to foreign versions of
leverage-based capital rules, the U.S. enhanced Supplementary Leverage Ratio (SLR) leans
particularly heavily on the largest bank holding companies and thus on the largest primary
dealers in the U.S. Treasury market.” Leverage-based capital rules are distortionary. For
instance, the SLR requires significant capital to cover losses on reserves held by banks at
the Fed even though reserves have literally no risk of loss and are instantly liquid. Short-
term Treasury securities and Treasury repurchase agreements (repos) have low risk but
require the same SLR capital buffer per dollar of assets as a risky real-estate loan. By
contrast, the prices of long-term Treasuries can be volatile, especially in crises, and are
therefore not risk-free from the perspective of bond dealers.

In March 2020, amidst the crisis selling of Treasury securities, the balance sheets of the
largest dealers became heavily loaded with bonds of all types, among many other assets.
The SLR required some the largest primary dealers to allocate significant amounts of

TTarullo, Daniel {2023) *Capital Regulation and the Treasury Market.” Hutching Center on Fiscal and
Monetary Policy, Brooking Institution, March.




25

capital to their positions in Treasuries, Treasury repos, and reserves, even though these are
on average very safe assets. The SLR inefficiently reduced the incentives of these dealers
to absorb additional investor positions. On April 1, 2020, regulators recognized this
impediment to market liquidity, exempting reserves and Treasuries from the SLR. Those
dealers that were relatively more constrained by the SLR quickly reacted by committing
relatively more of their balance sheets to Treasury positions.® However, the SLR exemption
lasted for only one year.

An exemption from the SLR for Treasuries (and perhaps reserves) was supported in early
2025 by the Jerome Powell, Chair of the Federal Reserve® and by Treasury Secretary Scott
Bessent.” Amuch reduced role for leverage-based capital regulation, or a permanent
exemption from the SLR for reserves and a major reduction in the SLR for Treasuries, would
allow more efficient use of dealer balance sheets and improve the incentives of dealers to
absorb more customer Treasury positions in a crisis.'”

The reduction in dealer capital implied by these changes to the 5LR should be offset by
changes in risk-based capital requirements. Without an offset, dealer capital levels would
decline. Among other concerns, a decline a dealer capital would increase the interest
rates that dealers pay to finance their inventories and reduce the incentives of dealers to
offer liquidity to financial markets. Today, the best-capitalized dealers have lower debt
funding costs and lower required returns on equity than less well capitalized dealers.
Better capitalized dealers thus provide relatively more liquidity to their customers,
especially during a crisis.

* Bréuning, Falk, and Hillary Stein (2024) "The Effect of Primary Dealer Constraints on Intermediation in the
Treasury Market,” Federal Reserve Bank of Boston Working Paper 24-7, Federal Reserve Bank of Boston, July.
The finding that SLRs ined T market i iation was not i inother .See
“Dealers' Treasury Markat Intermediation and the Supplementary Leverage Balio," Paul Cochran, Sebastian
Infante, Lubomir Petrasek, Zack Saravay, Mary Tian, FEDS Notes, October 2024, Federal Reserve Board.

* “powell Says Easing Bank Capital Requirements Could Help Treasury Market,” Wall Street Journal, February
12, 2025.

'® Bessent, Scott (2025) “Bemarks at the Economic Club of New York," US Treasury Department,
‘Washington, March 6. 2025,

" Duftie, Darrell (2022) Fragmenting Markets: Post-Crisis Bank Regulations and Financial Market Liquidity,
DeGruyter: Berlin; Group of Thirty (2021} "US Treasury Markets: Steps Toward Increased Resilience,” G30
Working Group on Treasury Market Liquidity, Group of 30, Washington, DC, July.
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All-to-all trade

As the Treasury market continues to grow, | expect exchange entrepreneurs to introduce
venues at which investors can trade Treasuries (and perhaps Treasury repos) not only with
dealers, but also directly with each other, thus expanding market capacity.'” Congress
and regulators should strongly encourage the emergence of all-to-all trade, but forcing this
outcome with prescriptive regulation could have unintended adverse consequences for
market liquidity. Dealer-intermediated trade is also crucial to market liquidity.

Once all-to-all platforms for trading Treasuries emerge, investors will continue to conduct
many of their trades directly with dealers. But the option to trade on all-to-all platforms will
improve competition, market efficiency,’® and market resilience. Notably, all-to-all
Treasury futures markets maintained their functionality even through the COVID shock of
March 2020. Incentives for the emergence of all-to-all trade of Treasury securities are
improved by (1) greater use of central clearing,™ (2) more post-trade price transparency,™
and (3) avoiding the “done-with” practice by which dealers require that customers who
clear their Treasuries trades through a dealer must also trade with the same dealer.’®
Regulators should push further in all three of these directions.

Market-fi ing purch by the Fed and Treasury Department Buybacks

In a future crisis, Fed purchases of Treasuries to support market functioning may once
again become necessary as a last resort,”” but could act at cross purposes with monetary
policy or could even be confused with fiscal actions by the Fed.

"2 Chaboud, Alain, Ellen Correia-Golay, Caren Cox, Michael Fleming, Yesol Huh, Frank Keane, Kyle Lee,
Krista Schwarz, Clara Vega, and Carolyn Windover (2022) “ All-to-all Trading (n the US Treasury Market,”
Federal Reserve Bank of New York Staff Report No. 1036, October.
' Allen, Jason and Milena Wittwer (2023} “Centralizing Over-The-Counter Markets,” Journal of Political
Economy, 131, 3310-3351; Kutai, Ari, Daniel Nathan, and Milena Wittwer {2023) “Exchanges for Government
Bonds? Evidence During COVID-19," Working paper, Bank of Israel, July.
4 Duffie, Darrell (2020) "Still the World's Safe Haven? - Redesigning the US Treasury Market After the COVID-
18 Crisis,” Hutchins Center Working Paper 62, Brookings Institution, May; DTCC (2024) “The US Treasury
Clearing Mandate: An Industry Pulse Check,” DTCC White Paper, Depository Trust and Clearing Corporation,
July.
"% Brain, Doug, Michiel Pooter, Dobrislav Dobrev, Michael Fleming, Pete Johansson, Colin Jones, Frank
Keane, Michael Puglia, Liza Reiderman, Tony Rodrigues, and Or Shachar {2018) “Unlocking the Treasury
Market through TRACE," FEDS Notes, September.
'8 Clancy, Luke (2025) “PTFs clash with banks over ‘dong-away’ US Treasury clearing,” Risk.net, March 14,
" Flaming, Michael, Haoyang Liu, Rich I . and Jake ier (2022) "The Federal Reserve’s Market
Functioning Purchases,” Economic Policy Review Number 28, Federal Reserve Bank of New York, June;

ini, Marco, and A lisa De Nicola (2020) “The market stabllization role of central bank asset
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In some cases, not all, the Treasury Department could also play an important backstop
role in a crisis to support market functioning.” The Department of the Treasury recently
instituted a Buyback program, by which it re-purchases (“buys back”) less liquid Treasury
securities from primary dealers. In normal times, regular and predictable buyback
purchases improve Treasury market liquidity'® and reduce the outstanding stock of illiquid
off-the-run Treasuries that could later be sold to dealers during a crisis. The Treasury
Department’s Buyback program therefore reduces the extent to which dealer balance
sheets could become clogged with illiquid securities in a future crisis. Treasury Secretary
Bessent recently commented that the Buyback program could indeed address Treasury
market instability, saying that “we have a big toolkit that we can roll out ... we could up the
buybacks if we wanted."

In some future crises, Fed purchases to support market functioning may not naturally align
with the Fed’s monetary policy. This sort of misalignment happened when the United
Kingdom had severe fiscal problems in September 2022, The Monetary Policy Committee
of the Bank of England had previously decided to begin selling gilts (the British equivalent
of Treasury securities) to maintain price stability, a monetary policy goal. But within a day
of the MPC's announcement, a U.K. fiscal budget crisis caused a fire sales of gilts by
“liability-driven investors.” This destabilized the gilt market, leading the Financial Policy
Committee of the Bank of England to institute a program of gilt purchases that helped to
restore gilt market stability.”' Bank of England Governor Andrew Bailey commented “There
may appear to be a tension here between tightening monetary policy as we must, including
so-called Quantitative Tightening, and buying government debt to ease a critical threat to
financial stability. This explains why we have been clear that our interventions are strictly
temporary and have been designed to do the minimum necessary.”* Drawing from this
U.K. experience, the Fed should set out a clear policy of distinguishing its market-

purchases: high-frequency evidence from the COVID-19crisis,” Working paper 1310, Banca d'Italia,
December; Duffie, Darrell and Frank Keane (2023) “Market-Function Asset Purchases," Federal Reserve
Bank of Mew York Staff Report 1054, February,

"Duffie, Darrell and Frank Keane (2023) “Market-Function Asset Purchases,” Federal Reserve Bank of New
York Staff Report 1054, February.

™ Jing Jhou (2025) “Testing the Liquidity Support Effects of the U.S, Treasury Buyback Program,” IMF Working
Paper 2025-088, May.

#*“Bessent Says Treasury Has Big Toolkit If Needed for Bonds,” Bloomberg News, April 14, 2025,

* Hauser, Andrew (2022) “Thirteen Days in October: How Central Bank Balance Sheets Can Support
Maongtary and Financial Stability,” Speech given at the ECB's 2022 Conference on Money Markets, Bank of
England, November,

# Bailey, Andrew (2022) “Manetary Policy and Financial Stability Interventions in Difficult Times,” speech
presented at the G30 meeting in Washington DC, Bank of England, October.
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functioning purchases from monetary policies such as Quantitative Easing, with separately
defined entry and exit criteria and separate strategies for purchasing and then selling.®

The Federal Reserve's Treasury-market operations should also be settled at the same
clearinghouses used by dealers. With this, dealer balance sheet space that is tied up for
the settlement of customer trades can be reduced by netting customer trades against
trades with the Fed. These netting offsets are especially important in a crisis that threatens
to overwhelm the available space on dealer balance sheets.

In conclusion

The approaches on which | have focused are not exhaustive---every opportunity to improve
Treasury market efficiency should be considered by policy makers. For example, in the not-
so-distant future, Treasury securities will be more widely available in a tokenized form,
making them accessible 24 x 7 x 365 globally, further improving the liquidity of Treasury
markets and investor demand for U.S. Treasury debt.” Congress and Treasury market
regulators should be open to supporting this development.

U.S. Treasuries will likely remain the world's premier safe-haven asset for decades to
come. No serious contender is in sight. The paramount concerns of policy makers should
be the rapidly increasing quantity of Treasury debt and how much more costly it will be for
the U.S. government to finance itself if it does not sufficiently shore up the resilience of
Treasury markets. While already planned improvements in Treasury market regulation and
design--such as increased central clearing--are helping, these are not nearly enough.” The
crisis capacity of the Treasury market should be significantly expanded. Treasury market
regulators are well positioned to accomplish this critical objective.

“ Duffie, Darrell and Frank Keane (2023) "Markei-Function Asset Purchases,” Federal Reserve Bank of New
York Staff Report 1054, February.

4 “Digital Assets and the Treasury Market,"” Treasury Borrowing Advisory C: ittee p ion, October,
2024.

™ Interagency Working Group (2023) “Enhancing the Resiliency of the US Treasury Market: 2023

Staff Progress Report,” U.S. Department of the Treasury, Board of Governors of the Federal Reserve System,
Federal Reserve Bank of Mew York, U.S. ities and ge Ci ission, and U.S. C ity Futures
Trading Commission, Washington DC, November.
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Chairman Lucas. Thank you.
Mr. Jersey, you are now recognized for 5 minutes for your oral
remarks.

STATEMENT OF MR. IRA JERSEY, CHIEF U.S. INTEREST RATE
STRATEGIST AND GLOBAL RATES TEAM LEADER,
BLOOMBERG INTELLIGENCE

Mr. JERSEY. Chairman Lucas, Ranking Member Vargas, and
members of the Task Force, thank you for the opportunity to ap-
pear today. I am Ira Jersey. I serve as the chief U.S. Interest Rate
Strategist for Bloomberg Intelligence, a research arm of Bloomberg
LP. These views are mine alone and not necessarily those of
Bloomberg or any of its employees.

While the Treasury market remains the most liquid bond market
in the world, that liquidity can sometimes be an illusion. We have
repeatedly seen that in periods of stress or volatility, market depth
can quickly vanish. This is not new. I warned of this fragility well
over a decade ago, and recent episodes continue to underscore the
challenges to liquidity in the world’s most important market. I be-
lieve the root cause of these liquidity issues are structural and not
easily rectified.

Since the 2007 to 2009 global financial crisis, we have adopted
regulations rightly aimed at ensuring a safer and fairer financial
system, but they have come at a cost. Balance sheet constraints
have reduced the capacity of market makers to provide liquidity
during times of stress. Put differently, we traded a more resilient
financial system for less resilient markets.

This trade may be acceptable in principle, but we must be honest
about its consequences. Also, the amount of Treasury securities
outstanding also matters to market function. Market inter-
mediaries such as dealers and banks do not have enough balance
sheet flexibility to efficiently make markets in times of stress while
also complying with all of these requirements.

Many of the often-suggested fixes will be helpful to market func-
tion but none are sufficient to prevent bouts of volatility. Central
clearing of Treasurys and repurchase agreements, for example, will
help prevent market dysfunction, but functioning markets do not
prevent prices from moving sharply. One promising tool has been
the sponsored repo market, which allows more efficient funding of
Treasury positions.

Use of sponsored repo has grown to about $2 trillion, rep-
resenting a substantial amount of repo trades tied to Treasury
transactions but sponsored repo growth has recently stalled due to
counterparty limits and delayed implementation of central clearing.
Exempting Treasurys from the supplementary leverage ratio can
also be helpful to liquidity generally, but it is not a silver bullet.

Other regulatory constraints, like liquidity coverage ratio and the
net stable funding ratio, continue to limit how much risk banks
and dealers can take and absorb, especially during volatile periods.
Together, these rules discourage expanding balance sheets just
when the market needs those balance sheets most.

The market structure has also changed. High-frequency trading
firms now account for a large share of activity, but they tend to
pull back during periods of volatility. High-frequency trading firms
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contribute to the illusion of liquidity where the market seems deep
until it suddenly is not.

Additionally, we need to be cautious about how we interpret re-
cent volatility. Some worry that the use of leveraged basis trades
involving Treasury futures and cash bonds has increased insta-
bility, but there is little evidence of a large-scale unwind. Futures
open interest remains steady, repo markets are functioning, and
money markets have not fled to the Fed’s RRP facility. Basis trades
fears seem to be overstated.

Finally, we must recognize that demand for global Treasurys is
ever-changing. Private foreign investors now hold more long-term
U.S. debt than official institutions like central banks and sovereign
wealth funds. That means more market risk is concentrated in
hands that are sensitive to returns and hedging costs, not nec-
essarily government policy mandates.

Another major shift in the past decade is domestic buyers having
supplanted foreigners as the major purchaser of Treasurys, even
following the end of the Federal Reserve’s asset purchase program.
Ultimately, the decision to purchase a Treasury security is one of
economics. Does owning a Treasury at a specific yield meet the
need of an investment mandate? Does it fulfill a regulatory require-
ment? Is it at a market price where I think I can sell it for a profit
or at least not a loss? These are just a sample of why Treasurys
are purchased, but ultimately, it comes down to price. During peri-
ods of uncertainty or one-way trading, prices will move to meet de-
mand.

In closing, improving Treasury market resilience requires a com-
prehensive coordinated approach. There is no single fix that will
change this issue. Volatility regularly occurs even within highly
functioning markets, but there are always ways to make the mar-
ket more elastic, such as allowing targeted regulatory flexibility
during times of stress so that dealers can step in when they are
needed most. That would give us a safety valve without compro-
mising long-term financial stability.

Thank you. I look forward to continuing this discussion.

Prepared statement of Mr. Jersey follows:]
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Testimony of Ira Jersey

For the U.S. House of Representative’s Financial Services Committee Task Force on
Monetary Policy, Treasury Market Resilience, and Economic Prosperity.

This testimony is my work alone. Although | am Chief US interest Rate Strategist for
Bloomberg Intelligence (BI), a research division of Bloomberg LP, these views are mine
alone, and not necessarily those of Bloomberg LP or any of its employees.

May 15, 2025

Chairman Lucas, Ranking Member Vargas, and Members of the Task Force, | appreciate
the opportunity to discuss with you potential changes in financial regulations that may
enhance the liquidity of the most important market in the world - U.S. Treasuries.
Recent events have highlighted that liquidity in this market can sometimes be fragile.
For aver a decade I’ve highlighted there is often an illusion of Treasury market liquidity,
that vanishes during high volatility periods. In fact, in December 2014, | wrote that
Treasury market liquidity had become fickle — which hasn’t changed and may have
become somewhat worse.

The key points of my testimony today include:

1. Market volatility is not unusual, and while some recent intraday moves have
seemed unusual, they are not in a longer term historical coniexi;

2. Rules and regulations designed to reduce the risk of institutional and market
failure have also created an environment where market-making type activities
have not been able to keep pace with the growth of the Treasury market;

3. Enhancing Treasury market liquidity witl require the reshaping of many financial
rules. For example, | believe exempting Treasuries from the Supplementary
Leverage Ratio is a positive step for market liquidity, but by itself isn’t enough to
quell potential market iltiquidity.

When discussing Treasury market fragility and methods to mitigate these risks, we need to start by defining
tiquidity. if it's defined as the ability transact on demand at a low cost (ie tight bid/offer spreads) without large
price moves, then the US Treasury market is by far the most-liquid bond market in the world. But at times
fiquidity can be illusory, in that the market is very efficient during normal times, but there can be periodic

interruptions. During periods of one-way trading, prices often fall or jump swifty.

1]
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Financial regulations may need to balance the need for safe and robust fi ial i while all

market-makers and other financial intermediaries to provide liquidity based on the market environment.

Since 2013, fears of declining Treasury market liquidity have risen, particularly since the 2014 flash rally and
the implementation of the Basel bank capital rules and Dodd-Frank financial regulations, These rules and
regulations created sound financial institutions, but the flip-side is less flexibility within the overall financial

system, Effectively there was an uni led trade-off that occurred: the risk of additional market volatility was

exchanged for sounder financial institutions. This is a trade-off that polic could embrace, as market

velatility is less costly for taxp than p of

5 1

Treasury market volatility isn't unusual in a historical contest (Figure 1). Even before the 2007-2009 Global
Financial Crisis, Treasury yields regularly traded in broad ranges similar to today.

Figure 1: Volatility Is Fact of Life Even in Liquid Markets
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There isn't a single rule or change that will y and p y i Treasury market liquidity, and

these rules aren't confined to dealers or banks; they also include mutual-fund liquidity rules, central counter-
party margin requirements, and insurance company regulations, among many others. Among these, changes
to bank capital rules may have the lowest barriers to amend.

Many bank capital regulations were impl d following the 2007-2009 Global Financial Crisis, some of

which work at odds with each other. These rules seem to have incentivized some of the largest banks to

maximize capital utilization, leaving little room to expand ket-making operations or provide | ge to
" -

clients like hedge funds, which might otherwise be willing to take
amid valatility,

of relath lue opp:

[2]
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Figure 2: Large Bank Basel Capital Regulations
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Robust and Elastic Funding Markets Enhance Trading

Unlike many other global sovereign bond markets, Treasuries enjoy a deep and easy means to fund
transactions for short term trades - primarily in the repu rchase agreement market. In recent years, the

h i ion known as sp d repo, which allows dealers to net fund trades that are
rJeared I:hrough the Depository Trust & Clearing Corp. {DTCC). Since late 2022, the use of sponsored repo
has climbed to more than 70% of the market used to make up the secured overnight-financing rate (SOFR).
Counter-party limits and regulatory shifts such as delays in central clearing, have slowed the growth of this
market since late 2024,

About 80% of dealer trades are on-the-run securities and includes 40% of funding need. Since most of these
trades can't be netted, dealer balance sheets can easily get constrained by funding and the 40% of off-the-
run securities. Since late 2022, the use of sponsored repo has climbed to more than 70% of the market used
to make up the secured overight-financing rate (SOFR) (Figure 3). Counter-party limits and regulatory shifts
such as delays in central clearing, have slowed the growth of this market since late 2024,

Before the fi ial crisis, the repurch market was larger than the amount of Treasury notes

and bonds cutstanding. The repo market size surged from the mid-1990s following implementation of the
first round of Basel bank capital rules. In the mid-2000s, when realized rate-market volatility was low, relative-
value investors did highly levered trades between Treasury instruments. Some securities were reportedly

Lo b

P d [reuse of coll 1) multiple times, eventually triggering a major unwind of trades and more
fails in funding markets (Figure 4).

Today's rules take the opposite approach. The net stable funding ratio (NSFR), for example, precludes banks
and their dealer arms fram expanding their balance sheets quickly to balance market supply/demand
dynamics, Limits should be kept, but there may be roem for flexibly.

[3]
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Figure 3: Sponsored Repo Helps But May Have Reached Limit
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Figure 4: Repo Market Share of Treasury Has Declined
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SLR Shift Incremental Help, Dealer Risk Review

An often-touted regulatory change is to exempt T ies from the calculation of the enh d
supplementary-leverage ratio (SLR) for systemically important banks. Such a change would incentivize banks
to awn mare Treasuries per unit of equity capital, but other rules would continue to limit the ability of banks
and their dealer arms to fund these positions. Other leverage ratios, the liquidity-coverage ratio (LCR), and
the net stable-funding ratio (NSFR) are among other limits an how large bank and dealer Treasury positions
might become.

Even exempting Treasuries from all these rules wouldn't have the desired effect. For every asset owned by a
financial institution, there is an offsetting liability. Repurchase agreements and other non-depasit funding
remains constrained by capital rules,

Figure 5: Proposed eSLR Changes
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Several banks have increased interest-rate risk over the past few years, but others have maintained relatively
low rate exposure in general (Figure &). The ability to hedge interest-rate exposure by using levered
instruments such as futures and interest-rate swaps are an important factor creating a robust and deep rate
market. The recent failures of Silicon Valley Bank and Sovereign Bancorp were in part triggered by

] i 1 hedging, but these weren't due to the lack of i to hedge this exp

(5]
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Figure 6: GSIB Interest-Rate Risk Remains Contained
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Dealer weekly trading is about 3% of the market, down from 7% during the financial crisis (Figure 7). With the
size of the Treasury market now some 400% larger than it was in early-2009, without similar increases in
dealer balance-sheet capacity. Other structural shifts in the market, however, also reduce the need for dealer
participation outside of stressed periods, particularly high-frequency traders (HFTs) that trade for their own
book and provide liquidity, but often pull back when volatility increases. In 2019, the New York Federal
Reserve estimated 21% of Treasury activity was from these firms (see link left), which likely has increased at the
expense of dealers since that time,

This iz a reason why there's a illusion of liquidity; markets are very deep mast of the time, but market depth
dries up swiftly when velatility increases.

[6]
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Figure 7: Dealer Turnover and Positions Share of Market
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Dealers added to Treasury positions following large selloffs in 2021 and 2022, When dealer positions
become large, incremental additions and market-making activity during times of velatility may be more
difficult. Given the near record notional value and risk (read DVO1) of dealer balance sheets going into early
April, it's not surprising that volatility ensured as headlines drove investors to swiftly shift positions (Figure 8).

diari ilable to take risk.

Market action during overnight hours can also be ined by lack of i
Asian trading desks tend to have smaller risk limits than in London or New York.

“All-to-all® trading might not generate the liquidity and mitigate the volatility that some hope. When markets
become one-way, bids are pulled swiftly, High-frequency traders, for example, step away during high-
volatility periods.
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Figure 8: Dealer Positions in Cash Ti il
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Shallower market depth and wider bid-offer spreads always accompany bouts of increased market volatility,
yet financial-sector balance sheets matter for the extent that liquidity declines. Dealers, in particular, might
still find it difficult to expand balance sheets in times of stress. Since late 2023, dealers have added to cash
Treasury positions as they shorted Treasury futures.

A means to help dealers step inte volatile markets would be to ease capital

ui in times of extreme
market volatility. The rule would need to have triggers that become effective when certain intraday volatility
thresholds are met, and would need to be at the discretion of the dealer to be effective. This "valatility
backstop” would need to be sufficient for dealers to hold Treasures though funding via the repurchase-
agreement market,

(8]
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Figure 9: Dealers Forced Into Basis Trade as Hedge to Cash
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Private Foreign Investors Own Most Treasury Risk

Foreigners own about 31% of Treasury securities totaling $8.8 trillion dollars. A bit more than half are held by
foreign private investors for investment purposes. This is a major shift since 2010, when nearly three-guarters
of foreign held Treasuries were held by official institutions (primarily foreig y reserve and
sovereign wealth funds). The uptick in private purchases corresponds with US Treasuries yielding more than

other debt after hedging the currency exposure, Therefore, if currency-hedging costs shift, s might the
willingness to hold US Treasuries.

Although private and official ownership of shorter-term securities is about equal, private investors own much
mare long-maturity bonds. Once this debt is risk-weighted for duration, private i own much more risk
than official institutions.

(9]
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Figure 10: Foreign Ti y O hip by Maturity: June 2024
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April Treasury Volatility Not Due to Futures Basis Trade
Unwind

Some are scared that Treasury futures against cash securities basis trades could be exacerbating volatility in
the market, something we think hasn't occurred. If there’s such an unwind, it would have several noticeable
market effects. First, cash securities would be selling off vs. futures (they aren't). Second, open interest in
contracts where the basis trade is known to be large would be falling swiftly (they aren't). Third, money funds
would likely be reducing their reliance on repo and using the Federal Reserve's RRP facility to a greater
extent (RRP facility usage has fallen).

The exhibit is a simplified of a cash Ti ies vs. futures basis trade. In a traditional basis-trade
unwind, you'd expect all three outcomes to occur in some meaningful magnitude.

(o]
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Figure 11: Anatomy of Traditional Basis Trades
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A decade ago, most rule 2a7 money-market mutual funds were incentivized to move to be government-only
funds, investing in Treasury bills, GSE discount notes, and repos collateralized by government securities. This
has led to over one-third of money-fund assets being in repos - or nearly 82.7 trillion. Money funds are able
to lend their cash to dealers and hedge funds to facilitate levered long Treasury positions. If basis trades were
unwinding, with levered longs selling cash securities, one effect would be a decline in repo by meney funds.

Money fund gers would respond by purchasing T-bills or using the Fed's RRP facility. It's not clear
there’s been an uptake in T-bills by 2a7 funds, and the RRP facility use has actually declined the last week. In
fact, indirect take of last week's T-bill auctions was unremarkable.

Figure 12: Money Funds have $2.7 Trillion in Repo Market
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If the futures basis trades were being unwound in any systemically important way, the open interest across
the Treasury futures complex would be reduced far more drastically than it has been through the April 10
close. If levered participants are "long” the basis, they are short Treasury futures, and long the underlying
cash Treasury. The unwind of this trade would see large futures buying to cover the existing short, and a
reduction of open interest as the trades are closed out -- not to mention the hit to funding markets.

Given the prevalence of basis activity in two- (TU), five- (FV), and 10-year (TY) futures, the relatively sharp
reduction in S-year activity highlights some pressure, but the move's magnitude was fairly benign. Some of
the reduction was likely due to stop-outs given the pronounced intraday volatility.

N2
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Figure 13: Futures Open Interest Hasn't Declined Much
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Cash-Futures Basis Is Created by Asset Managers

Regulators often point fingers at basis traders, which is unsurprising given the inherent leverage and inability
ta moniter the underlying funding market. However, they are merely ecanomic actors exploiting a profitable
oppeortunity -- one created by the outsized demand for Treasury futures vs. cash Treasuries from asset
managers. Broadly, asset managers use Treasury futures given the balance-sheet efficiency and liguidity, as
well as their embedded leverage. Repo is far less common than futures as a source of leveraged duration
exposure, due to potential mandate constraints and flow-through to expense ratios. This creates excess
demand for futures, richening them relative to the deliverable cash-Treasury. As delivery dates approach, the
basis decreases, as the underlying Treasury and future price coalesce.

n3
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Figure 14: Net Treasury Futures Exposure by Participant-Type
B Asset Managers 0 Dealers ® Levered Funds B Other Reportable LioM
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The recent research report by Brian Meehan, from the Bloomberg Intelligence fixed income market structure
team, notes that swap spreads are where the action has been. We add that it’s both swap spreads and
Invoice Spreads (the swap rate less implied Treasury-futures yield). Because traditional basis trades haven't
unwound (yet), it appears that swap-spread widening positions have been liquidated. Prior to last week's
extreme volatility, most had thought (and seemingly positioned for) swap spreads to widen toward minus 50
bps as the regulators prepared to exempt Treasuries from the supplemental leverage ratio (SLR), thereby

: i

I ury d d, and reducing reliance on swaps to get long exposure,

As the long end of the yield curve sold off last week, there appear to have been limited payers of swaps
causing the tightening.

[14]
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Figure 15: Invoice Spread and Swap Spreads Have Been Linked
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Chairman Lucas. Thank you.
Ms. Cetina, you are now recognized for 5 minutes for your oral
remarks, please.

STATEMENT OF MS. JILL CETINA, EXECUTIVE PROFESSOR OF
FINANCE, MAYS BUSINESS SCHOOL, TEXAS A&M UNIVERSITY

Ms. CETINA. Thank you. Good morning. I will begin by discussing
three drivers of higher Treasury volatility after the April tariff an-
nouncement.

First, inflation expectations rose around the tariff announcement.
For instance, the 1l-year zero-coupon consumer price index (CPI)
swap rose from about 2.3 percent in October to 3.6 percent after
the tariff news. Treasury volatility increased because higher infla-
tion expectations triggered a paradigm shift for some investment
portfolio management. The common 60—40 equity bond portfolio be-
gins to break down as a strategy when expected inflation exceeds
3 percent, replaced by alternative strategies that do not favor
Treasurys.

Second, hedge funds have been trading the swap cash basis since
the election. Simply put, hedge funds expect Treasurys will be ex-
cluded from banks’ supplementary leverage ratios. Hedge funds ex-
pected banks to buy more Treasurys and that the spread between
secured overnight financing rate (SOFR) swaps and comparable
maturity Treasurys would rise. The unwind of this trade contrib-
uted to Treasury volatility as well.

Finally, the dollar weakened, and this is important because the
dollar typically strengthens in risk-off events. Dollar weakness was
suggestive of foreign capital outflows from the United States. Re-
cent data from Japan indicates Japanese private and official hold-
ings of Treasurys declined by about $20 billion in early April.

Developments such as the sharp appreciation of the Taiwan dol-
lar is also notable. These data suggest that Asian investors are re-
thinking their unhedged dollar exposures and perhaps dollar asset
allocations more broadly and imply upward pressure on yields in
U.S. fixed income markets will continue. Thus, the increase in
Treasury market volatility on the one hand reflected investors’ sur-
prise to tariffs. On the other, these developments also reflect dec-
ades of economic policy undertaken with minimal consideration
about their longer-run impact. These policies were enabled by
trends such as disinflation from globalization, labor force growth,
and low yields due to unconventional monetary policy. Trends that
have been extrapolated that they will continue forever.

However, these forces are now in retreat, even as we face the
problem that U.S. Government debt has simply grown too large.
History suggests that high government debt is often solved through
inflation, diminishing debt in real terms, but also eroding the cur-
rency’s purchasing power. Movements in gold against the dollar
over the last 2 years are close to meeting the IMF staff's definition
of a currency crisis. Treasury market fragility and erosion of the
U.S. dollar status are interlinked.

What then should or should not be done, and here I will differ
from my colleagues. First, proposals for bank capital regulation
are, in my view, a risky solution to Treasury market fragility.
Eliminating bank capital requirements for U.S. Treasurys when
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Treasurys are exhibiting heightened price volatility is inconsistent
with sound risk management. Also, U.S. banks continue to have
about $500 billion in unrealized securities losses as of today. A pro-
longed bear steepening move in Treasurys is a plausible risk sce-
nario that could have an even more negative impact on banks if
Treasurys become SLR-exempt.

After World War II, U.S. Government debt to Gross Domestic
Product (GDP) was roughly 100 percent. About 50 percent of U.S.
banking system assets were invested in Treasurys at that time,
and these positions did not require capital. So, maybe we should
do this again. Simply put, we are not living in the 1950s. In the
1950s, Regulation Q prohibited U.S. banks from paying interest on
checking accounts, so about 75 percent of bank funding had zero
interest cost. Given interest rate deregulation in the 1980s due to
the growth of money market mutual funds, banks must now com-
pete for deposits, so today, it is impossible for banks to safely fund
lots of long-dated government debt. If anything, high bank expo-
sures to long-dated Treasurys combined with the absence of quan-
titative regulation and weak supervision of interest rate risk means
that a sharp rise in Treasury yields can threaten bank solvency.
This was the essence of Silicon Valley Bank.

Second, the Federal Reserve’s use of unconventional monetary
policy has both contributed to unsound fiscal policy and been desta-
bilizing to the banking sector. For this reason, I do not support pro-
posals to exclude banks’ reserve balances at the Fed from the lever-
age ratio. Let us be clear that doing so permanently would remove
all constraints on the size of the Fed’s balance sheet.

Finally, we need to use the right tool. That is stabilizing fiscal
policy, bringing the deficit down. I thank the committee for the op-
portunity to speak.

[Prepared statement of Ms. Cetina follows:]



48

Testimony for the House Committee on Financial Service’s Task Force on Monetary Policy, Treasury
Market Resilience, and Economic Prosperity

Jill Cetina, CFA
Executive Professor of Finance and Associate Director of Commercial Banking, Texas A&M University
May 15, 2025

| appreciate this opportunity to appear today before this Committee on the topic of examining Treasury
market fragilities and preventive solutions. The Treasury market, US financial regulation and financial
institutions have been a focus of mine through many roles over the last 20 plus years including as a
financial economist in the US Treasury’s Office of Debt Management, associate director for financial
institutions policy at the Office of Financial Research, a vice president with responsibilities related both
to bank supervision and monetary policy at the Federal Reserve Bank of Dallas, and associate managing
director for US bank ratings at Moody’s Investors Service.

Today | will focus on the Treasury market, the Federal Reserve’s use of unconventional monetary policy
and financial institution regulation, highlighting areas where | believe reforms both are and are not
needed to strengthen Treasury market resilience and promote US financial stability.

I would like fo make three big picture points today.

First, bank deregulation is an ineffective solution to Treasury market fragility. Indeed, reducing the
amount of capital that banks hold against US Treasuries when Treasury market volatility is rising and
stagflation is on the horizon is inconsistent with sound risk management and robust economic growth,
instead increasing risks of a costly US financial stability event.

Second, the Federal Reserve’s use of unconventional monetary policy both has contributed to
unsound fiscal policy and been destabilizing to the US banking sector. The Federal Reserve, the
Administration and Congress should recognize that the overuse of unconventional monetary policy
unintentionally has contributed to a worsening of the nation’s finances.

Finally, we urgently need to run a more responsible fiscal policy — attempting to strengthen “Treasury
market resilience” through bank deregulation and/or reliance on unconventional monetary policy are
the wrong tools for the job.

Turning to my first point — bank deregulation is an ineffective solution to Treasury market fragility.
Both the Biden and Trump Administrations have been attracted to proposals to remove Treasuries from
remaining large US banks’ supplementary leverage ratios (SLRs} in the hope that such an action will
promote greater “Treasury market resilience.”* Some in the US banking industry have also begun to
advocate for changes to the risk-based capital surcharge for the most systemic US banks, or G-SIB
surcharge, stating that it also is acting as a “unnecessary brake” on US banks’ holdings of Treasuries.
Finally, some advocate that the Tier 1 leverage ratio, which is a regulatory requirement that impacts all
US banks, be reexamined, arguing that it “incorrectly” constrains bank investments in Treasuries.

 The 2018 Economic Growth, Reguiatory Relief, and Consumer Protection Act (EGRRCPA) already removed
Treasuries from the supplementary leverage ratios {SLRs) of the three large US custody banks.
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Financial regulation needs to be consistent in its focus on promoting sound financial institution risk
management. Eliminating bank capital requirements for US Treasuries when Treasuries are exhibiting
heightened price volatility is inconsistent with sound risk management.

Unfortunately, the history of financial regulation includes periods of financial repression. What s
financial repression? It is when governments implement regulatory policies to channel funds to
themselves. Does financial repression sound farfetched? it is useful to remember how banks’ existing
risk-based capital standards came into being. Following the Great Depression, US bank supervisors
focused on banks’ capital to total asset ratio, effectively a leverage ratio. Following the end of World
War 1I, risk-based capital standards were developed and facilitated US banks’ substantial purchases of
government securities which were granted a zero-risk weight, requiring no capital.

After World War Ii, US government debt to GDP was similar to current levels ~ roughly 100% of GDP. At
the time, even though about 50% of US banking system assets were invested in US Treasuries, US banks’
holdings of Treasuries securities were actually not a source of financial instability. So why not foliow this
approach today and encourage increased US banks’ holdings of Treasuries securities? Simply put, we
are no longer in the financial system of the 1950s.

For instance, in the 1950s, Federal Reserve Regulation Q prohibited US banks from paying interest on
checking accounts/demand deposits. In 1950, these deposits were about 75 percent of US banks’ total
liabilities. That meant that 75 percent of US bank funding had zero interest cost. Ceilings also existed on
the interest that US banks could pay on other deposit accounts. US banks were heavily invested in
Treasuries and bank failures were negligible. in essence, Regulation Q permitted the US government to
use banks to cheaply and safely fund the US government at negative real interest rates — the essence of
financial repression. Given interest rate deregulation in the 1980s due to the growth of the US money
market fund industry, today it is impossible to safely use US banks to fund the US government in such a
manner again because banks need to compete for deposits. 1t also should be recognized that using
banks to fund the Treasury market implies significantly less lending to US small businesses which are a
key engine of US economic growth.

if anything, high bank exposure to Treasuries, combined with the absence of quantitative regulation of
interest rate risk and weak supervision of interest rate risk, means that a sharp rise in Treasury yields
can indeed pose a threat to US banks, as Silicon Valley Bank’s failure in 2023 revealed. Indeed, there
have been no US regulatory changes post-SVB with regards to interest rate risk. Rather, the
contradiction of regional US banks receiving regulatory relief through 2018 bank regulatory “tailoring,”
but requiring systemic risk exceptions (SVB, First Republic) when they failed in 2023 continues.

1t is plausible that some policymakers may have drawn the conclusion from the US bank failures in 2023
and in the elections that followed in 2024 that voters no longer care about banks, The 2024 election
was a notable contrast to the 2008 election, when developments related to the unfolding Global
Financial Crisis and US banks were influential in US electoral politics. A key difference in 2023 was the
absence of a US banking-induced recession impacting both Main Street livelihoods and voters’ 401k
account values. Lingering Covid fiscal stimulus and continued expansionary fiscal policy helped contain
the damage in parts of the US banking sector from spreading to the US economy more broadly. So will
voters continue to disregard US bank regulatory policies going forward? The resounding answer to this
question is “no.” History teaches us that banking-led economic downturns tend to be associated with
both deeper and longer recessions and that this matters to voters. If further financial deregulatory and
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supervisory mistakes are made in a more adverse macroeconomic environment like stagflation, a more
severe US financial sector led downturn could ensue.

Turning to my second point, the Federal Reserve’s use of unc tional tary policy has both
contributed to unsound fiscal policy and been destabilizing to the US banking sector. The Federal
Reserve, the Administration and Congress should recognize that the overuse of unconventional
monetary policy has unintentionally contributed to a worsening of the nation’s finances. In this regard, |
do not support excluding banks’ reserve balances held at the Federal Reserve from banks’ leverage
ratios as this would effectively uncap unconventional monetary policy and allow for even larger Federal
Reserve balance sheet expansions in the future.

Unconventional monetary policy, otherwise known as quantitative easing or QE, is destabilizing to the
Treasury market and banks in several important ways:

QE reduces the term premia on long-dated US Treasuries, so implicitly it has encouraged excessive
government budget deficits. QE changes the maturity profile of the consolidated US public sector’s
liabilities — meaning that the Fed's short-term liabilities are used to fund the Fed’s long-dated asset
purchases, exposing the consolidated public sector to losses which now exceed $200 billion on the Fed’s
balance sheet. Shortening the maturity profile of the consolidated US public sector’s debt stock implies
that US public debt service metrics can worsen rapidly.

QE enables successively larger crisis interventions that can worsen the public sector balance sheet and
also contribute to higher income inequality.

In practice, unconventional monetary policy has been destabilizing for US banks. Specifically, QE creates
both reserve balances (a bank asset) and uninsured deposits (a bank liability) in the US banking sector.
In the absence of strong US banking practices around interest rate risk, when interest rates are low
during QE, some banks may over-invest these new deposits in fixed rate assets. Additionally, some
banks will get rid of term funding when interest rates are low because they are “flush” with deposits —
not recognizing that QE-related deposits could unwind quickly if the Fed needs to tighten. When QE is
reversed through quantitative tightening, or QT, it is generally accompanied by higher interest rates so a
bank’s fixed rate assets could be devalued at the same time shrinkage in the Fed's balance sheet
withdraws QE-related banking sector deposits.

Turning to my final point, we urgently need to run a more responsible fiscal policy. Bank deregulation
and/or unconventional monetary policy are the wrong tools. When | was a financial economist in US
Treasury debt management prior to the 2008 financial crisis, US government debt to GDP was about
60%. Fast forward to today and US government debt to GDP has swelled to ~100% — debt levels last
seen around World War Il. Over the intervening period, Democrats have passed laws permitting more
spending; Republicans have passed laws granting lower taxes. Irrespective of who is controlling the
White House and Congress, we have ended up with ever larger budget deficits and more US government
debt. Indeed, running a budget deficit of 7% of GDP as we are doing today outside of a recession would
have previously been unheard of.

As we know, the US government borrows in its own domestic currency. Therefore, in a real sense the
government prints the money needed to fund its own deficit. What can go wrong? At least, three
problems can emerge.
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First, at higher and higher levels of US government debt to GDP, financial frictions begin to emerge in
money creation getting recycled back to fund the US Treasury market. Specifically, the problem
emerges when the growth in the US government debt stock is so rapid that it exceeds growth in the
balance sheets of investors with both stable funding and willingness to hold Treasury securities. We are
seeing foreign central banks and large asset managers intermediate smaller shares of the Treasury
market. By contrast, hedge funds have become a larger and larger share of Treasury market
intermediation, including via the basis trade which results from asset managers taking exposure to
Treasury futures.? Recent developments with regards to tariffs may reduce foreign investor appetite ~
both foreign central banks and foreign private investors ~ for US Treasuries and other US financial
assets. So reduced demand for US assets from foreign investors with stable balance sheets means more
mark-to-market sensitive investors own Treasuries which, in furn, increases the sensitivity of the US
Treasury market to shocks and the overali volatility of the Treasury market.

Second, higher volatility drives up US government financing costs and, over time, can be expected to
crowd out corporate and household borrowers and to slow economic growth. The 10-year US Treasury
term premium as estimated by Adrian, Crump and Moench’s model had been falling for several decades,
but inflected during Covid as US labor force growth slowed and now the term premium has begun to
rise. The upward shift in the trend of the 10-year Treasury term premium is worrying given elevated US
government debt levels. A danger is that it is underestimated how “low” US Treasury yields are right
now — given that inflation still remains elevated and more volatile, US budget deficits are higher and the
stock of Treasury debt to be financed so much larger. 1t is worth remembering where Treasury yields
were through the 1990s as a risk scenario for US banks which continue to have as of Q1 2025 ~$500
billion in unrealized securities losses at prevailing yield levels. A prolonged bear steepening move in the
US Treasury market is a plausibie risk scenario and one that would already negatively impact many US
banks in light of their current securities and fixed rate loan exposures. In sum, encouraging US banks to
hold more Treasury securities through bank deregulation may increase banking sector risks.

Third, history suggests that high government debt stocks are often solved through elevated inflation,
eroding a currency’s international purchasing power, but diminishing its debt stock in real terms. In
their 2018 paper on modern banking crises, International Monetary Fund (IMF) staff define a currency
crisis as meeting two conditions: a depreciation of at least 30% y/y; and a depreciation at least 10
percentage points higher than the prior year.® Based on Fund staff’s definition, movements in gold
against the US dollar that began under the Biden Administration and have continued under the Trump
Administration suggest the US dollar is not far from being in a currency crisis relative to gold. Foreign
central bank reserve diversification into gold has been notable. Since 2011, seven US states also have
passed legislation accepting gold and silver as legal tender. Indeed, Treasury market fragility and the
erosion of the US dollar’s status are interlinked.

2 Barth, Kohn, Monin and Sokolinskiy {“Reaching for Duration and Leverage in the Treasury Market,” Federal
Reserve discussion paper, June 2024) show that when other fixed income securities {(agency MBS, CLOs) become
more attractive relative to Treasuries, asset managers sell Treasuries and buy the more attractive US fixed income
assets which introduces tracking error — a widening gap between portfolio duration and the portfolio’s
benchmark duration. Asset managers establish long positions in Treasury futures to reduce this duration gap
which, in turn, gives rise to the basis trade involving both asset managers and hedge funds.

3“Systemic Banking Crises Revisited,” IMF staff working paper, Laeven and Valencia, 2018.
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Delayed adjustment is always a more painful adjustment. The Trump Administration is seeking to raise
revenue through tariffs and also narrow the US budget deficit through cuts to discretionary spending.
According to a forecast released this week from Bloomberg Economics, US government debt is projected
to reach 126% of GDP in 2034, down from a previous forecast of 132% thanks to forecast tariff revenue
and discretionary spending cuts. While this is welcome progress, 126% government debt to GDP still
would mark a significant increase from ~100% in 2024 and reflects Bloomberg's current estimates of
planned tax cuts in H2 2025.

Winston Churchill once observed that “Americans can always be trusted to do the right thing, once all
other possibilities have been exhausted.” The combination of fifteen years of near zero interest rates,
Social Security receipts funding other US borrowing, and elevated Federal Reserve remittances totaling
roughly $1 trillion to the Treasury from 2011-2022 due to QE together made the rise in US public sector
indebtedness feel costless — until it wasn’t. Significant structural economic changes such as
deglobalization, aging demographics, and reduced immigration imply higher inflation and structurally
higher interest rates ahead and require different policies. In light of these trends, it is imperative that
Congress undertake a review of all of US non-discretionary spending, discretionary spending, and tax
expenditures that disproportionately benefit high income Americans.

Since the Great Depression, the US and other advanced economies have moved from the gold standard
to fiat money. Fiat money enabled more credit growth, financial wealth became more widespread, and
use of leverage was democratized. The resulting surge in financialization of the US economy created
public demand for ever bigger and more costly government and central bank ex-post financial crisis
interventions, but also public, industry and even government resistance to ex-ante regulatory guardrails
that might slow credit provision. These multi-decade dynamics have left us with significant fiscal,
monetary and financial sector challenges. Additionally, this highly financialized system has
disproportionately benefited some — mostly older generations of Americans who own more financial
assets — relative to others — mostly younger generations who generally own fewer financial assets. The
Administration aims to strengthen US national security through reindustrialization of national security
relevant industries and reducing the high US government debt stock. | support these important
objectives. But how will the burden of these economic adjustments be shared?

My key message is this — those who benefited more from our highly financialized system now need to
make fiscal policy sacrifices for younger Americans to have opportunities, for the US to stabilize its
demographics, and for our society to remain strong and successful. If younger Americans cannot afford
to start families, US demographics cannot be stabilized. More dialogue is needed about how to create
opportunities for younger Americans. Through this lens of fiscal policy needing to consider generational
rebalancing, the draft House tax legislation that would increase the SALT deduction to $30,000 and not
increase taxes on those making more than $2.5 million is disappointing and | hope will be reconsidered.

In closing, what can be done with regards to promoting US Treasury market stability?

In light of deglobalization, aging demographics, and reduced immigration, it is time to stop using
inappropriate tools like bank SLR/G-SIB surcharge deregulation or unconventional monetary policy that
attempt to “stabilize the Treasury market,” but do nothing to address the important issue of sound fiscal
policy. Itis time to recognize both that greater fiscal discipline is urgently needed and that it is essential
that US fiscal policy be structured with an eye to making life more affordable for younger Americans so
that US demographics, labor force growth, and, indeed, our country’s future can be stabilized.



53

dIHSHIOVIT SLIIW SSINISNG JHIHM .
|ooyds ssauisng sAey
ALISHIAINN WEY SYX3IL

(ny1g) 3uswageuely ysiy Ainseal] yueg jo ajeslyijua “1032aliq
eollawy YlioN pue saquay Ajnoed iwelgoid supjueg jeloJawiwo)
J0 10302.1Q 23BI100SSY pue |00Yds ssauisng sAej ‘10Ssaj0id anlInoax3y

V42 ‘eunnad nir

*013da@)s e Sulaq wo4j paidanodal | Moy 40 -
ajyeqap Aypinbn/ys yueq uo suonod)yay :3S4H



54

|o0y2S ssauisng sAen

ALISHIAIND WY SWX3L 7

AOSAINsEall@UO0sea| D aullayiey
Uy2Jeasay |eldueuld Jo YO
uOSE3|D AULBYIeY

A0S Anseanl@eunay
Uy2Jeasay |eldueuld Jo 3O
BUR3A) IIr

oney agesano)
Aupinbiy ay3 Suipueisiapun :Aupinbn
Sjueg Sulinseap Jo ssauisng 3|nd141Qa aYyL

adueul4 jo Juawyedag g, uuig 9 wepy
(dg99) weigoid Supjueg |e1aawiwion

¥ Juajuod puo spybu 1eg ¥ 80010810z Yyl [fat0T 01/Biotop/fisdny

31D Ge  20yYs So  Asjapuaiy oy ppy +

A BIOW MOYS

12 q o UDAUNW ulwoluag ‘gz, UNRD |11 @ %5 o PYADIYD|)Y DB

3¢ 3ew odax Ayredin

‘S’ 9Y3 U0 011eI 93RIAI[ [9Seg

a3 Jo 1oeduwll U [, ¢)SLI Jueq 20npal
sAempe spiepuels [earded 19y3Iy o

— . 91-£ sabog ‘g107 1dy 'pE awinjop

UOIIDIP3AWI3IU] |PI2UDULS JO |DUINO(

213da)s JO }I] € JJ0 paMIe}s | — YO PUe YIS  memmm



55

|ooyds ssauisng shAej 7 uMHd

ALISHIAIND WY SWX3L

e1des OlLIouU0oD Yeam/aAedau
AdN 1INg ‘ pazijelided )jem, aq UED 3ueq Y

"‘AouaqJosge ss0)

S Ueq e JO J001s 8yl JO s3a) 924yl ay3 Jo
1ed qendeo pue 1030 Yum 3Uoe ‘pue SSO)
1sulege Jajng 1sil syueq e s| Anigeiold

‘Ajoresedas 1noge 1ysnoyl ag Jo0UUED

pue payuliaiul Algeslixaul ate Anigelyold
(€"PUB ¥sl a3ed 1saJa3ul (2 ‘Apinbi (1

‘seuJ e 1e 301Id o)geuoseal € Je
S1UBLLIWWIOD JUS3UUOD pPUB 1BN1OBIIUOD
SYUEQ B 192W 01 Spuny Jo A3ljiqe)ene

ay3 ainsua 03 AJIge aya sI AJipinbi

(A3neas) main pajesgajul NV SA (snsuasuod Aonod) maia o1a3uad jejide) e

adueul4 jo Juawyedag g, uuig 9 wepy
(dg99) weigoid Supjueg |e1aawiwion

"90UBAd)aJ palUl] 4O
aJe pue guipus) Yueq eJsausd ysnoiyl

PaAI0S 8q ued swiejqold A3ipinbi
‘poznelideo Ajajenbape si yueq ayi 4|

"Teldeo paseqg-ysid Jo Allenb pue
Anuenb ayenbspe s| U182UOD UBN

NSl
e s| Aouanjos aaleolad mgouzmomwb
9J0J2J9Y3 PUE UIBIaOUN aJB

senjeA 19sse uaym uaddey sunu sueg

'suua)qoJd |1e an0s
Jeldes paseq-»si JO S19A8) YSIH



56

. aJueul{ Jo Juawyeds uuig "J we
|[ooyds ssauisng sAen 7 _M.Hau 11 40 Juauipedaq 0o, uuig * wepy

ALISHIAINA WRY SYXIL (d99) weiSoa4 Supjueg [e1aawiwos

‘sysodap sA Aj3s0d Suipuny jueq |el3uad SEVAN Y
0S S3N2 23kJ JO IouUasqe —aAneSaN  se Sulpuad)| jueq [eaua)

*9s1 sa3ed JI uipudas mojs
pue yimoisd 19sse jyeam —anijedan Buipndaua/yimous 1assy

‘9S4 sa1el JI aAnesan 1edwi Ajipinbry

‘'syisodap

MUBQ UMOP SUIMBIP — SUOIINIIASUI
JelouBUl} YUeq-UOU AQ paoueuljal

320ys Jaye
‘9514 sajed jiaanedaN  joedw) [eyded ojwouod]

2Je 123s 20Uue)eq YUeq 1eJiusd i
JJOUNJ By} SBILINOS JUSLIUISAOS S}asse 9}ed paxiy pajep-3uoj wody  JAJ 8ig ang Ayjigeyjoad
se s)sodap }Ueq Sainssald e 1500(q ||N UnJ-1oys asnesaq — aAl}sod uo joedwi |elu|
alel paxy " 0} Spe3| ||N uo snao}
Aypinbn Suo| puaj/1oys mouioq Juedyiudis W.19}-140YS aAISSaIX]

Mueq/saalasal Mueq jeljuad mmu:.nmm . uonejyul pajena|a Aq

pamoj|joj pado|s Ajaanisod anind pjaIA

yimous
19sse pue Ajpinbij ‘jeaides ajwouo2a ‘Ajijiqeijoad Jusanbasqns

ysiy 1113s sayed
1SaJ83uUl YIM 1O JUBUIODOUOD

uo (1IN) @wodul 3s3433ul 33U Jo }nsind ssaIxa jo suonedijdw|

AN220 S)o0ys a3k 3sasajul/syooys Ajddns uaym Aju100d SHIOM  mmm
3} {S3UBWUOIIAUS D]WOU0I30.42EW ]|E Ul }Jom Jou saop A3ipinbl) pad



57

. aJueul{ Jo Juawyeds uuIs “9 we
|[ooyas ssauisng sAey 7 % 11 J0 Juawpedaq Qp, uuis *J wepy

ALISHIAINA WRY SYXIL (d99) weiSoa4 Supjueg [e1aawiwos

"]198Ys 8oUE)eq J0398s 21|gnd
a3 uasiom Ajajewii|n Jeyl suoiuaAlalul
SISO Jague] A]oAIssa0ons sajgeus 30 «

's}sodap paJnsujun 'S310149P 198PNJ JUBWIUISA0S

Uey3 Jopeouq si ysii Aypinbily yey3 uo aundiosip 18¥Jew puoq SHWi
S8z1ug02al ¥ ‘Papa20ald sAEY A3ondudl os ejuisald wial seonpal 30 «

sjisodep paJnsuiun o3 palejal 110309s Bupjueq

Apinbl paJdinbal Jo) sesodold e 841 Ul s}isodep paJnsulun pue saouUeeq

oAlosald 4l0Qg saleald MO ,mo_Puml_Q Ul e
'sAem 9a1y1 ul 3uiziigeissp
JUBUISSaSSE 4| Y3noJdya syueq s| Aonjod Asersuow JBUOIIUSAUODUN e
SN Jayio Ajerewunin pue 0|a4 o1
PS4 WOJ) S9SSO] paJiajSuel] pue

1414 1sodap pajgeus ongndey ‘Aonod Auejsuoud JeuoizUSAUODUN JO
1S4 01 3UIpud) Pa4 JUSBA|OSUI Yyoune] say3 03 painqliuos sueq s
ATeoiiouoos sem ongnday 1S4 « ojul suopodaful Ayipinbl) pa4 800C Ul e

A3soo ase suonnoalul A3ipinbi yueq jesjus)



58

|o0y2S ssauisng sAen 7 %
ALISHIAINND WY SWXIL

‘sajel Jsalsjul asiel 0} uebaq anesay |elapad sy}

usym - zz0z zo 0} Joud sainsodxa ajel Jsalsul syueq
psuiwexa pue Bunes 7, 1o S, S)UE] E jJO cumhwc__sou

Jo Aousnbaly ay) usamiaq uoljejal OU SMOYS 3IOM JIay |
(€202 LD 0} 1Z0Z +0) ejep wexa Alosiaadns yueq SN
JUaLIND aI0W 0} SS290E aney ($z0z) eluels) pue uejedos)

‘1samo| ay} Buieq

7 Yyum uolnguiuod jusuodwos-gns STINYD [enplapul
1Semo| puodas ay} si siy| “Buies g syueq e ul uonelea
ay} o} sjqelnquye si buies sjisodwod STINVD SHUEq

B Ul UonjeleA auy} Jo 9% |~ Auo jey} saidwi uoienojes siuy
‘Bunjes § ay) Jo4 “Buies STV Susodwod |lelenc ayy
0} Juauodwod SNV YoeD Jo ZJ ey} aewxoidde ues

‘uolewlojul mau ainydes
Aew Bunes g Bunsabbns ‘siaylo yum palejauioo Apjeam
S| Juauodwoo-gns § 0Z0Z-¥861 — (1Z0Z) Sauor pue |neg

00T noEr - 100 110

suog b owey  uepy By

oD STANVO | NV L I

ysnoua jou sj uoisiniadns/padiay aney pjnom y¥H1 pue gg-gyl

adueul4 jo Juawyedag g, uuig 9 wepy
(dg99) weigoid Supjueg |e1aawiwion

Te1uded 881 Ul S8SS0)/SUleg Sa11INJas I|ES
-10J-8)gE]IeAR paziealun/|D0Y JO UOISN|DU| pue ¥O7
a3 JoJ ._mxcm Al-1 18D) S}01Nd Alojeingal Mueq sn
jueAs)aJ 01 pasoddo se 1013U0D Se azIs }9SSe Sasn INg
"2.n)ey S, GAS BUIMO)104 SUNI PeY SYUBq SN
T -- JE1S pa4 01 a1ge|ieAe Ajlanbiun eiep Jo asn
saxew @.momwamck__._. 1eSy Ul suny »ueg suioed ],

‘gg-4¥| JO uoeNga.l

aAlzeliuenb ayenbape pa)oe] WalsAs Supjueq
SN 2yl 18Y1 (0Z0Z PUE GLOZ) SIUSLUSSSSSE 10109S
JeloueUl) SN OM] 3SE] s3I Ul IN0 pajulod Jjeis 4|

‘gAS 1sod sagueyo Aiojeingal ou Ing

‘saunyie) yueq £z0z 01 painguiuoo gulio)iel Aloleingay
‘aine

01 JoldsIapenb JnoJ gAS passe)) aaey pinom Lum_ .
‘ain|ie} 01 Jouds1eenb Qf

Sl B SB gAS Paljliuspl sABY PINOM 1S3] JSIIN0 gg-gy|

(S520T) 110N ‘euna) ‘Sisgpie4



59

. aJueul{ Jo Juawyeds uuig "J we
|[ooyds ssauisng sAen 7 _M.Hau 11 40 Juauipedaq 0o, uuig * wepy

ALISHIAINA WRY SYXIL (d99) weiSoa4 Supjueg [e1aawiwos

¢,10109s a1eAld 3no 3uipmoIo
JUSWIUIBA0S OISSB)O JO 1Iel1S

*ge-763 dd ‘S0 AIqBY, 295 (06T Jof vop PayoId
I *OpET ‘1§ JOqUIdA(T o Syug K0T PUE ‘GrE] ‘18 42
~we0a(] ue sAUTq 1¢ ‘0961 ‘08 $2qWA0A(] U E{urq LT 10 I[GE||EAL J0U DIam TIED AI[IqE]| PUE JHEEY ¢

........................ A L K R . & i i ‘SNXau Cm_m\_wx/om__\v‘_cwﬁ_ mcﬁmw\_o MSIY
69 gL 7L [ozsor |eover [eteer |iiiiiice Bjunoave [ENded TR0 L
v 6 1 |eozr  [ees't  |90eT T S| SNOSUB| [0S
vEs | 816 | 916 |L¥eer |ea'ger |ogrierr |t ssodop 1810, .

%0°001 | %0°00T | %0°00T | £0Z'821$ | £70°081% | 1FZ'Z61$ |93un00w [EaIdED pus SApIGE [WI0L, pajeuiudns \ﬁ”—mOC(_ sajel
o1 | zr | zr lsmn ez [esam | 088w SnoOUBEORIHY 1sodap guiddes suoi30UlIsal O 30 e
L | e | 91e [eLvos |szeter | T1L'09  |° * *39U—UNIRIP puE SO
ez £ ¥E | I89'v | 930'9 | 8egy  [Tioorroeteciiies BI[1M98 32030
£z LE gv |ve0'v | 1999 |e¥g's | 'suomiupqns pus smms jo suonsdna0
68 | Vor | ¥I |See |i6b6 | ST |- exveq wos snp spun) pub 4ees

%0001 | %0001 | %0°001 | £0Z'8218 | £P0'081$ | TRT'zoRS | 810888 [0, SQSelL Ul J0U 8Je am — DO1EAS]S

SEM d(J9/1g2P UBYM S8111uNoas

;wv.mowc .—%q@u—wn. .a%m.m.‘wc ;n%.muwa Jomv@uﬂun .c_wn.m...maa pC@EC;@)Ow SN 40 wmﬁ_u—CNDU mml_mg

E_A_S:“Ma_hm.‘:anﬂmﬂa.umn-d U@UC.@C_U_, mlc.mnu_ SN 0S6L-816L U]
uepnquIsp adnusieg (STOIIW U]) JUNCWY
CPET ANV ‘P61 ‘0061 ‘WaEREOE(] ‘SNOISSESSOJ .mm;.mrﬁu;jm dIS-9 Aeaml, NS IO4)
aNV SELVIQ QELIN[) FHL NI SENVE T1y 40 SHLLITIEVIT ANV SIAssy -6 9[9eL SalINseal| 9AOUISS 0] S|esodold

0S6L Ul 30U aJe aM ‘OU — YIS WOL} SSLINSEII] SAOWDY  mmmm



60

. aJueul{ Jo Juawyeds uuig "J we
|[ooyds ssauisng sAen 7 _MHM 11 40 Juauipedaq 0o, uuig * wepy

ALISYIAINN WBY SYXIL (d99) weiSolq Supjueg |e1o1awwog

‘P12IA Aunseal] Jesk-Ql %9 pue
uoIle)JSEe]S 0] 1581 SS8J1S 0] Pasu Sxueg -

Aynun ¢uole)gels Jo
ssa.1s 10y paledaud Ia11aq syUeq SN aly -

Sl a1el
1salaiul Aynuenb yo Aipinby m>nw_ng_ 01
1J0}J© OU PuUe 9)ge] ay) Uo uopengalap
yueq ﬁmwv_omn_ ng aJeys) 1euded
3uiuinial ale syueq sn Adew ing -

‘AlsnoauenuUIS XSl a1el

1salolul pue Alpinbi) qelded sessails

11 — SYUeq J0J OlIBUSOS OlUIOU0I20I0B L
1NJSS8.1S 1S0W S| uoie)3eIs -

*asuodsau 3nq ‘s)yueq 10} peq — SUIWOD UoIje|jSe)S mmmmm



61

Chairman Lucas. Thank you.

We will now turn to member questions, and the chair recognizes
himself for 5 minutes for questioning.

Mr. Jersey, and then I would like to get Mr. Wuerffel’s thoughts
on this also, can you describe the functioning of the market during
the high volatility last month? How were markets able to accommo-
date both high volume with low liquidity?

Mr. JERSEY. The answer is it did function. The market price
moved in order to find where demand met—what was met. In a pe-
riod, for example, overnight, if we look at April 7th in particular,
where Asian investors came in after hearing some news overnight,
decided to sell Treasury securities, but at that point, remember,
there is a very limited pool of liquidity during those hours, right,
so some of the volatility was more from a timing issue. If you just
look at how volatile the market was during that 2-hour period from
10 p.m. our time to midnight, once you got to 1 when Frankfurt
opened and Paris opened and London opened, ultimately, you had
a bigger pool of liquidity, and prices rebounded somewhat because
you were able to find another pool of liquidity.

The challenge we have looking at the Treasury market on a daily
basis in a market that basically does not close is that you have to
appreciate when those market moves occur, and is that really a
clearing price during that moment, or is that overall clearing price
for the entire global market? I think that we experienced that dur-
ing those 3 or 4 days in April.

Chairman Lucas. Mr. Wuerffel.

Mr. WUERFFEL. Thank you for the question. In April, what I
think we saw was that there was uncertainty around trade policy,
and that led into uncertainty about some fundamental factors that
drive interest rates in the Treasury market, including the path of
interest rates, the inflation, the growth of the Treasury market and
its supply.

What we see in the Treasury market, it is the safest, most liquid
market in the world. It trades about $1 trillion a day in purchase
and sale activity and about $5.5 trillion dollars of repo financing
activity a day, so it is able to withstand high degrees of volatility.
What we saw in April, that the indicators of market functioning,
things like bid-ask spreads and other indicators, did deteriorate
rapidly. However, they recovered after some of the uncertainty was
resolved. I think what I see in April is that it is sort of a cau-
tionary tale, a reminder that we need to focus on the safety and
liquidity of the structure of the Treasury market to make it resil-
ient going forward.

Chairman Lucas. Continuing with you, Mr. Wuerffel, you have
testified that the SEC’s clearing rule could improve market liquid-
ity and resilience. Can you talk about the importance of getting im-
plementation right, not just done? We only realize the benefits of
a rule like this if all the regulators are rolling in the same direc-
tion, would you not say?

Mr. WUERFFEL. That is an excellent question, and I would agree
that the central clearing rule represents the most significant
change to Treasury market structure in decades. We think it is im-
portant because it will reduce counterparty credit risk and finan-
cial stability risk, but getting it right is paramount. The extension
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?flthe timelines that the SEC announced recently have been help-
ul.

I think the market will be able to use that additional time to im-
plement the changes, the necessary operations and legal docu-
ments. We think a fair and level playing field implementation of
central clearing is important, and that is achievable, we think, in
the timeframes given.

Chairman Lucas. Dr. Duffie, last week I spoke with Secretary
Bessent on these issues, and he testified that recent auctions had
weaker investor demand. He suggested capital requirements may
be playing a role there. What are the regulatory constraints on
market participants’ balance sheets and should regulators look at
recalibrating the SLR and the enhanced supplementary leverage
ratio (ESLR) to encourage intermediation in the Treasury market?

Mr. DUFFIE. Chairman Lucas, I agree with Secretary Bessent
that capital plays a role. However, well-capitalized dealers are best
positioned to bid aggressively in the auction, so capital constraints
matter, but lowering capital altogether is not a good idea. The
distortionary effects of the SLR, on the other hand, should be cor-
rected. There is no reason to penalize, for example, Federal Reserve
deposits because of any sort of risk or illiquidity. On the contrary,
they are perfectly liquid. So improving the SLR but making sure
that banks remain very well capitalized should be the priority both
for 1'{‘reasury market resilience and also for financial stability gen-
erally.

Chairman LucAs. The fundamental challenge, I think, is this:
The market’s ability to intermediate is not commensurate with the
tremendous growth in the issuances many of you have touched on.
We have to come up with a way to address that intermediate ca-
pacity moving forward.

With that, my time is about to expire. The chair recognizes the
Ranking Member of the Task Force, Mr. Vargas, for 5 minutes of
questions.

Mr. VARGAS. Thank you very much, Mr. Chairman. Again, I want
to thank the panel for being here.

Ms. Cetina, you heard the comments that were made by Mr.
Wuerffel regarding the central clearing rule. Do you have any com-
ments to what he said, any disagreements?

Ms. CETINA. No. I think central clearing is foundationally impor-
tant and can be helpful to promoting greater stability in the Treas-
ury market and getting to better controls around counterparty
credit risk. I do think it is important that central clearing of Treas-
urys be implemented, but if there is a need for a bit more, I will
say, runway to make that be an effective rollout, that is sensible.
I think what would be unfortunate is if somehow that were to just
not happen, which I do not perceive was Mr. Wuerffel’s position.

Mr. VARGAS. Okay. So there does seem to be some agreement
there then?

Ms. CETINA. Yes.

Mr. VARGAS. Any disagreement between any of the rest of
the——

Mr. JERSEY. No, I wholeheartedly agree. In fact, if we go back
to the 2007 to 2009 financial crisis, if we had central clearing of
things like credit derivatives at the time, which we do now, the vol-
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atility probably would have been most mitigated very significantly.
Central clearing, I think, is a way to have a public good and be
able to mutualize the risk of the clearing of the market, and espe-
cially Treasurys, because they do not have credit risk, so they
should be something that we should be able to easily clear.

Mr. VARGAS. Dr. Duffie.

Mr. DUFrFIE. I completely agree. Increasing central clearing
should remain one of the highest priorities of Treasury market reg-
ulators. It is crucial for Treasury market resilience and for finan-
cial stability.

Mr. VARGAS. Okay. Now, I do want to ask now because Mr. Jer-
sey, you said this, the amount of Treasurys outstanding was an
issue. In fact, assume that today the national debt is
$36,215,000,000,000, and it is going up every moment.

If my Republican friends are able to pass the “big, beautiful bill,”
will that number next year be higher or lower? Will it be more
than $36 trillion or less than $36 trillion?

Mr. JERSEY. I think, ultimately, in order to cut our deficit fore-
cast—

Mr. VARGAS. That number?

Mr. JERSEY. Our deficit forecast is for $1.8 trillion deficit this
year and next year, so

Mr. VARGAS. Even if they pass their bill?

Mr. JERSEY. Correct.

Mr. VARGAS. Ms. Cetina, do you agree with that?

Ms. CETINA. I am sorry. I do not have a particular forecast, but
my understanding is that we are looking at deficits widening under
what is being discussed currently in this chamber of Congress and
that would increase financing needs. So, again, going back to my
fundamental position, which is that we need to do more to bring
the deficit under control. I think that this is the root cause of the
issues that we are discussing in this committee today, which is the
gact that we have not brought the budget deficit onto a glidepath

own.

Mr. VARGAS. In fact, could you talk a little bit about the problem
of stagflation? If we get into stagflation because of the increase in
our debt and the situation that we will find ourselves in if this
“big, beautiful bill” passes, and tariffs and all the other chaos that
we see.

Ms. CETINA. I would like to make the point that stagflation, to
me—the risks that it poses to the U.S. banking sector, I think, per-
haps may be underappreciated. The reason that I say this is that
stagflation activates credit problems at banks, liquidity risk, and
interest rate risk all simultaneously. We have not experienced this
in the U.S. banking sector since the 1980s. So any bank that is
even trying to make I will call it a strong effort to model what this
might mean, a macroeconomic scenario like this for themselves,
faces significant data limitations and challenges. So I do think this
is a very challenging environment that banks may face.

The reason that I am raising this in response to your question
is that banking crises, the median banking crisis, according to
International Monetary Fund (IMF) research, adds about 34 per-
centage points in terms of debt to GDP when they occur. So from
my vantage point, avoiding a banking crisis is highly important to
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not seeing the Treasury market size expand massively because of
a financial stability event, and it is something that I think

Mr. VARGAS. I have just 15 seconds left. I would just say that,
again, if we are going to tame the deficit and the debt, we cannot
continue down this, giving huge tax cuts to wealthy people. It just
is not going to work.

Thank you. With that, I yield back.

Chairman Lucas. The gentleman yields back.

The chair now turns to the gentleman from Arkansas, Mr. Hill,
chairman of the full committee, to be recognized for 5 minutes. Mr.
Chairman.

Chairman HivLL. Thank you, Mr. Lucas. We are all concerned
about the long-term unsustainable budget deficits, 7 percent of
GDP. Let us be clear, the crisis of 9/11, the financial crisis of 1907
to 1909, and the pandemic produced extraordinary reactions from
the U.S. Government spending, period, full stop, paid for by bor-
rowing money to fund those crises.

It is a bipartisan issue and to treat it in a partisan way does not
make any difference to this hearing because the fact of the matter
is we have that situation. If it was such a crisis, then perhaps
President Biden and then-Speaker Nancy Pelosi would not have
authorized $6 trillion of new spending on top of a $2 trillion deficit
that we were running anyway due to those crises.

Let me start with you, Dr. Cetina. I really enjoyed your testi-
mony. Very, very interesting. Comment one, I took your point
about you are not a quantitative easing (QE) fan from your back-
ground. I am not either. I thought it was a big mistake by previous
Feds. Should we pay interest on reserves of the Fed?

Ms. CETINA. I think that to do so is basically equivalent to taxing
the banking sector. It becomes a “heads, you lose; tails, you lose”
proposition for the banking sector if we do not pay any interest.
The reason that I say that is that when policy rates were at zero,
this was a drag on banking sector performance. Then if when rates
are higher, we also do not pay interest, it is a drag on banking sec-
tor performance.

I do believe—and I have published research when I was associate
managing director at Moody’s, it was the first piece of research I
published when I joined Moody’s, that unconventional monetary
policy is credit-negative for U.S. banks. I really think this needs
more discussion. Viral Acharya and others have published on this.

Chairman HiLL. It is where monetary policy links with our dis-
cussion today, and it is why Chairman Lucas and Ranking Member
Vargas have such an important task. I think to sort through that
is one of the top issues.

On central clearing, I see a lot of unanimity on that point today
and I think we have seen the benefits in the past, and we see it
now in the Treasury market. Is central clearing 7 days a week, 24
hours a day, Mr. Wuerffel?

Mr. WUERFFEL. Thank you for the question. Central clearing is
not 7 days a week, 24 hours a day.

Chairman HiLL. Should it be?

Mr. WUERFFEL. I

Chairman HivLL. The biggest, most liquid market in the world,
generating $2 trillion of new issuance every year?
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Mr. WUERFFEL. I think one of the really interesting things about
the Treasury market is its evolution over time and moving into a
world where you can settle a Treasury security, you can get cash
for a Treasury security in smaller increments of time anywhere in
the world at any time of day would be a real advancement in the
Treasury market. I think there is a lot of operational and mechan-
ical steps that are needed to get to that state.

Chairman HiLL. Dr. Duffie, you talked about expanding capacity
in the market. That is, again, a theme of this Task Force. What
does that mean to you? How do you see expanding capacity in the
Treasury market?

Mr. DUFFIE. Thank you, Mr. Hill. On a normal day, the Treasury
market deserves the label of being the deepest and most liquid
market in the world. It has plenty of capacity. It is really the surge
capacity that is in question. In March 2020 and to a lesser extent,
last month, we saw that when investors around the world suddenly
want to sell a lot of Treasurys, and volatility is very high, the ca-
pacity of the market is stressed. It is exactly at those moments that
investors who had been holding Treasurys in order to use them in
a stressed market are having difficulty selling them.

To me, increasing the capacity means increasing the peak or
surge capacity of the market by expanding the ability of dealers to
absorb customer positions, and if necessary, by trading through all-
to-all platforms where you do not necessarily have to take up space
on a dealer balance sheet.

Chairman HILL. Yes, that is helpful. Thanks for that. Should the
Fed have a Treasury-only balance sheet, ideally?

Mr. DUFFIE. That is my view. That reduces——

Chairman HiLL. Does the panel share that view? You have
worked at the Fed. Jill, what is your view on that?

I am talking about long term, like not in a period of crisis where
they might choose another asset class. Should it be Treasurys in
the long run, though?

Ms. CETINA. My concern is that the Fed is so large that when
the Fed disfavors agency MBS, it creates potentially richness in the
agency MBS market that may actually draw private investors into
agency MBS and away from Treasurys. The Fed is not a small
actor in the bond market. It likes to pretend that it is, but that is
not the case.

Chairman HiLL. Thank you. I yield back. I appreciate the chair-
man’s time.

Chairman Lucas. The gentleman yields back.

The chair now recognizes the gentleman from California, Mr.
Sherman, who is also a Ranking Member of the Subcommittee on
Capital Markets, for 5 minutes.

Mr. SHERMAN. We take some solace that we have been here with
this large of a debt right after World War II, but we should not be-
cause that debt could be paid off without increasing taxes or de-
creasing domestic spending because we ended World War II, and
we brought the boys home. So we have never faced a crisis like
this. We have a national debt that would embarrass Argentina. We
have gotten away with it for a long time, but now, we are reaching
points that even the United States may not be able to handle. We
have to deal with the size of the debt, the fact that crypto has said
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that it wants to take some or all of the benefits of being the world’s
reserve currency away from us.

We have to deal with the insanity of our current President. Lib-
eration Day, no Liberation Day, chaos is costly. We have to deal
with the effect of inflation, and of course the Peterson Institute
said that Trump’s policies would increase inflation over the next
several years by 4 to 7 1/2 points. We have to deal with the inter-
national effect of the lack of the rule of law, increasing obvious cor-
ruption and the attacks on the Fed, all of which undermine the
image of the United States and the dollar.

We are paying an awful lot. The debt compounds on itself be-
cause we have to pay interest on the debt, which is now going to
be the largest thing we spend money on, or we monetize the debt.
I think we ought to be looking more at that, not because it is a so-
lution, but because it may be less painful than paying interest on
the debt.

The chair of the full committee pointed out that we had $6 tril-
lion of COVID spending. I should remind him that 70 percent of
that was signed by Donald Trump, whereas I do not know a Demo-
crat who voted for the 2017 tax cut, and I do not know a Democrat
that is going to vote for the tax cuts they are considering now.

I want to thank Ms. Cetina for pointing out the importance of in-
terest rate risk to our banks. That is what doomed Silicon Valley
Bank, and the idea of treating a long-term instrument, Federal or
otherwise, as risk-free ignores the fact that interest rates can go
up and down.

Let us see. Believe it or not, I do have some questions in here
somewhere. Okay. Three years ago, I was able to pass the LIBOR
Act, which dealt with $16 trillion of adjustable rate instruments,
where, had we not passed that act, the debtor and creditor would
not know how much was to be paid because the index was no
longer published.

Mr. Wuerffel, we have now changed from LIBOR to SOFR. How’s
that going?

Mr. WUERFFEL. Thank you for the question. I think the transi-
tion away from LIBOR has been a significant success. That is after
many years of work, and I spent many years working on this prob-
lem at the Federal Reserve. We have seen a quite smooth transi-
tion away. That took a lot of work to make sure that the markets
could successfully implement the change and then come out of it
functioning smoothly.

I think it is perhaps a useful parallel to some of the opportuni-
ties that the public sector has to support market change in the
Treasury market, where adjustments to improve market safety like
central clearing or targeted adjustments to the leverage ratio to im-
prove intermediation or the ability to promote more liquidity in the
market could be useful.

Mr. SHERMAN. I want to squeeze in one more question. We have
a supplemental leverage ratio, which is the key factor in banks de-
termining their policies, and it seems to discriminate against U.S.
Treasurys by regarding them as no more risk-free than bonds
issued by private players in the market. The leverage capital re-
quirements are insensitive to the fact that the Treasurys are risk-
free as far as credit risk.
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Mr. Wuerffel, could you talk us through what happens in the
broader financial markets if U.S. Treasury markets become less lig-
uid, perhaps as a result of the large banks feeling that they cannot
hold U.S. Treasurys in the quantities they are used to?

Mr. WUERFFEL. Thank you for that question. The Treasury mar-
ket is the safest, most liquid market in the world, and it really
hinges on those two characteristics of a Treasury market. These
are those foundational characteristics all the way back to Alex-
ander Hamilton. It is a safe instrument to conduct a trade in, and
you are guaranteed the payment by the government. It is also a
liquid instrument because it can change hands.

So, I think if you undermine either of those characteristics of a
Treasury security, you have a risk of undermining confidence in it
as an asset class. It is a huge asset to the United States as a coun-
try and to taxpayers that we have this market that allows us to
finance the government at low cost.

Chairman Lucas. The gentleman’s time has expired.

The chair now recognizes the gentleman from Michigan, Mr.
Huizenga, who is also vice chairman of the full committee, for 5
minutes.

Mr. HUIZENGA. Thank you, Mr. Chairman. I appreciate your time
and everybody being here today. This is incredibly important that
we examine this.

Dr. Duffie, let me start with you if I could, please. You had men-
tioned this, I think, very briefly, the all-to-all trading in an answer
to Chair Hill, and you talked about the emergence of this and how
they are improved by greater use of central clearing, as we have
talked about pretty extensively, and more post-trade transparency.
You noted that regulators should push further in these directions.

You did say in your testimony, encouraged—and I think in pa-
rentheses “although not mandate.” So, I am curious as to the word
choice and definition on that, first of all. Can you help the com-
mittee understand how you believe this can be accomplished? Do
you believe investors will get better execution, increased competi-
tion by having more of this information?

Mr. DUFFIE. Yes, Mr. Huizenga. It can be accomplished by some
of the measures that I discussed in my testimony like more central
clearing, more price transparency, and eliminating some practices
that make it difficult for investors to trade with competition among
different counterparties. By introducing all-to-all trade, investors
can compete with each other for the opportunity to buy and to sell.
They do not need to rely exclusively on a dealer to do that. They
do not need to impinge on a dealer balance sheet to execute a
trade. Markets will become more liquid because of improved com-
petition and market capacity.

How is that more transparent, though? It is more transparent in
part because exchange trading or all-to-all trade provides more im-
mediate price transparency and more information on market depth.

Mr. HUizENGA. All right. Will there be greater efficiencies, more
liquidity? I mean, we talked about transparency, but is there going
to be efficiencies or liquidity added if this is adopted?

Mr. DUFFIE. Yes, definitely. Just as we see today in the futures
market where we did not have problems with this functionality,
you get greater efficiency because you have more investors that can
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trade directly and immediately with each other, not necessarily
having to go through a dealer’s balance sheet and waiting for the
dealer to then on-sell the Treasurys to another investor.

That is not to say that dealers would not be part of the all-to-
all trade. They would be the most important contributor, and many
investors would still want to trade directly with the dealer.

Mr. HUIZENGA. These would not be in any kind of dark pool. It
would be out—would there be some, again—with the central clear-
ing, I assume that is how this would have that gained trans-
parency?

Mr. DUFFIE. That would be the ideal, but of course it would be
up to regulators how to design the infrastructure and the regula-
tions around that. As you mentioned, I do not think regulators
should mandate that. An overly prescriptive regulation that forces
all-to-all trade could have unintended consequences.

Mr. HUIZENGA. Okay. Last week, Roberto Perli, who manages the
Fed’s roughly $6 billion securities portfolio, said that one factor
that contributed to the sharp rise in yields was due to the abrupt
unwinding of the swap spread trade, a trade that both Mr. Jersey
and Mr. Wuerffel had highlighted in their testimonies. Mr. Jersey,
could you briefly explain what the swap spread trade is and its role
in April’s volatility?

Mr. JERSEY. Sure. First, let me say that one of the reasons why
Treasury securities are so liquid, even though there is a large
amount outstanding, is that we have an entire infrastructure of de-
rivative instruments that investors and dealers and others can use
ti)’1 hedge them, and swaps and interest rate swaps are just one of
them.

Interest rate swaps right now are based on SOFR, on the secured
overnight financing rate, and investors, when they get into a swap
spread trade and the trades that unwound a little bit in early April
were long Treasury securities in the anticipation that the SLR
would be amended to exclude Treasurys, so people purchased
Treasury securities and they paid or sold interest rate risk via
swaps. When there was some doubt as to what the extent of the
SLR would be or those shifts, you saw an unwind of those trades.

To market function standpoint—and since we are talking about
market function today, I would note that the repo market and
other funding sources and other funding parts of those trades all
functioned very smoothly, even though there was very significant
movement in the price of both of those instruments, both Treasurys
and interest rate swaps.

Mr. HUIZENGA. I am out of time, but I was going to ask could
the SLR reforms have prevented or mitigated the impact of the
Treasury markets that stem from the unwinding of the swap
spread trade? I am out of time. We will submit that question for
writing, though, because I think that would be

Chairman Lucas. The gentleman’s time has expired.

The gentleman from Illinois, Mr. Casten is recognized for 5 min-
utes.

Mr. CASTEN. Thank you, Mr. Lucas. Thanks to our witnesses.

As my colleagues know, I spend a lot of time thinking about cli-
mate change and trying to deal with it here. My sort of long-term
concern is that our challenge dealing with climate change in this
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country is not because the physics is not understood, it is because
it has become political to acknowledge the physics. So, the rest of
the world looks at the United States and says when Democrats are
in, you will deal with this, but when Republicans are in, you will
not, and so we cannot treat the United States as a reliable partner.

My fear in this hearing is that we are at a point where monetary
policy is falling into that same bucket of things that should not be
partisan but are. We have a naked emperor who has fallen in love
with 1890s fiscal policy. Let us jack up tariffs, let us go to hard
money, let us have light touch regulation. We know from the 1890s
that leads to 1890s style panics, but we cannot talk about that. We
can just talk about how nice the emperor’s clothes are.

Now we are finding ourselves with this scenario, and I think, Ms.
Cetina, you mentioned, it has been an unprecedented month, as all
you know. We had a collapse in U.S. equity markets, stapled to a
collapse in Treasurys. That is not supposed to happen.

I guess I would like to start with you, Mr. Wuerffel, because last
month, BNY Mellon said, “The haven status of Treasury securities
is increasingly in question,” as foreign investors have been selling
more Treasurys. Is that still ongoing? How concerned are you that
is a structural trend going on in our market right now?

Mr. WUERFFEL. Thank you for that question. If you look at some
of the longer-term trends, what we see in the Treasury market, for
example, in the last decade, is that foreign holdings of the Treasury
market have gone down as a share of the Treasury market size
from about 50 to 30 percent over that 10-year period. Then we also
see ebbs and flows in foreign participation in the Treasury market,
and we did see some flows.

Mr. CASTEN. I just challenge that because like over the—I agree
with those 10-year trends——

Mr. WUERFFEL. Yes.

Mr. CASTEN [continuing]. but we also saw foreigners like the Jap-
anese, like the Europeans, move from investing in the U.S. econ-
omy via Treasurys to investing in the U.S. economy via equities.
I do not think we have a 10-year trend of people selling off equities
and getting out of Treasurys, right?

Mr. WUERFFEL. Yes, what I would say, in the Treasury market,
as you have said, you have seen a change in the composition of
Treasury market ownership, but just as some players have pulled
a smaller share, other players—for example, money funds, mutual
funds—have grown their share of the Treasury market. I think the
important thing is making sure it is a marketplace with a broad
and deep buyer base——

Mr. CASTEN. Look, I understand what you are saying. You are
also making me only more scared because, from your perspective,
you do not want to annoy these folks over on the other side of the
aisle by acknowledging what we know to be true. Bridgewater just
said that foreign investors are placing a risk premium on U.S. as-
sets, and there is a “slow bleed” of support out of U.S. markets, not
just Treasurys.

Bank of America, as you mentioned, Ms. Cetina, saw a $8.9 bil-
lion outflow into Japanese and European stocks at the end of April.
If you had perfect foresight, you would have moved your portfolio
into European equities on January 20th, and yet on January 19th,
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everybody was saying that the U.S. economy was the envy of the
world, right?

So, I guess, Professor Cetina, can you help us understand, if we
have this exit from Treasurys, that is going to lead to higher Treas-
ury rates, right? It is going to lead to a weakened dollar, which
means a more expensive cost for us to pay off our debt, and ulti-
mately, some long-term threat to the reserve currency of the U.S.
dollar. How many of those changes are fixed once you put someone
economically literate who is not beholden to Peter Navarro in the
White House, and how many of those changes are irreversible?

Ms. CETINA. I guess how I would respond to this question is that
I think we have foreign investment that is quite broad in U.S. fi-
nancial markets, and I think it is very important that U.S. eco-
nomic policymakers on both sides of the aisle recognize that we
have what is called the net international investment position of the
United States, which is the accumulation of foreign portfolio invest-
ment, which is the counterpart to our trade deficit, which amounts
to almost 80 percent of U.S. GDP.

So, we need to pay attention, for lack of a better word, to our re-
lationships with other countries, how we communicate with them.
This is very important. There are less important investors in
Treasury markets but important investors in our investment-grade
corporate bond market, in the equity market, as you pointed out.
To the extent that they decide that they want to hedge dollar hold-
ings more, hold fewer dollar holdings, then basically I think what
we are looking at is, in general equilibrium, higher costs of capital
for the United States.

Mr. CASTEN. I could talk much more, but I am out of time.
Thank you, and I yield back.

Chairman Lucas. The gentleman yields back.

The gentleman from Kentucky, Mr. Barr, who is also Chairman
of the Subcommittee on Financial Institutions, is now recognized
for 5 minutes.

Mr. BARR. Thank you, Mr. Chairman. I suppose we could talk
about fiscal sustainability in the context of the Laffer curve and
whether or not a massive tax increase on the American people
would stifle economic growth to the point where it would worsen,
not help our deficit and debt picture.

I am going to resist the temptation to launch into that debate,
but let me just ask any of you all, based on Professor Cetina’s point
about the importance of fiscal responsibility, sustainability of our
debt picture, I want to know what the tipping point is. Can any of
you help the committee understand what is the tipping point? So
we have a $36 trillion national debt. That is 127 percent of our
GDP. There are other countries, a few handful of countries with
higher debt-to-GDP ratios. Japan comes to mind, 250 percent,
among the highest in the world. When do the bond vigilantes come?
Does anybody have an opinion about that, where people start de-
manding much higher yield because it is a riskier asset? It is the
safest, deepest liquid market in the world, but when does that
cease to be? Can anyone offer an opinion on that?

Mr. JERSEY. So, Congressman, I have spent quite a lot of hours
studying this exact issue, trying to find that number, that magic
number of percent of GDP or however else you want to couch it,
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but our opinion within our strategy group at Bloomberg Intel-
ligence is we are very close to that level where, not that you will
just see a massive sell-off in Treasurys, but that Treasury sell-offs
will become somewhat more pronounced and rallies will be
shallower.

So, the Treasury market at this point—and I think given the fact
that we are the reserve currency, we do have a very broad owner-
ship base and buyer base and reasons for people to own it, will con-
tinue to be cyclical with interest rates or with the economy, but
they are not just going to randomly sell off to, say, 10 percent. We
are not an emerging market. Until the reserve currency changes to
something else, the U.S. Treasury market, I think, will remain
deep and liquid.

Mr. BARR. Professor.

Ms. CETINA. Yes, I just wanted to make a point. There is a beau-
tiful piece of research from the St. Louis Fed called “What About
Japan?” I highly recommend people on this committee read it.

Basically, what they do is they nicely debunk the point that
Japan has higher government debt to GDP; therefore, we should
find solace in it. They point out that the Japanese have significant
foreign asset holdings, which tend to, when you net those down,
ameliorate their debt-to-GDP level. I just highly recommend it be-
cause “What About Japan?” is often invoked to say, let us continue
on our

Mr. BARR. Thanks. One final editorial comment is, look, growth
will not solve the whole problem. Obviously, fiscal discipline is im-
perative, but we should focus on growth because the more this
economy grows, the less that debt is relative to our overall GDP.

Let me talk about Treasury market structure a little bit. That
market has grown dramatically since the pandemic, from $17 tril-
lion to $29 trillion today, and it is expected to double in size over
the next 10 years. As that market grows, obviously, we need mar-
ket participants.

Let me ask the banker, Mr. Wuerffel, why are banks important
intermediaries in a growing Treasury market?

Mr. WUERFFEL. Thank you for that question. I think the Treas-
ury market, unlike some other markets, is an over-the-counter
market, which means it relies on intermediaries to move securities
and cash from one buyer and from buyers to sellers. So, intermedi-
ation is essential to the Treasury market. It is one of the reasons
that we think that improving intermediation and supporting inter-
mediation is quite important. We have laid out a number of steps
to do that. It can improve market safety. It can support market li-
quidity venues.

Importantly, we think targeted adjustments to the leverage ra-
tios, both the SLR and the Tier 1 leverage ratio, would be impor-
tant in helping to support the Treasury market’s intermediation ca-
pacity. Those ratios today constrain banks from being able to inter-
mediate, especially in times of stress. It was intended to be a back-
stop, but now it is a constraint.

Mr. BARR. Yes, and Professor Duffie, can you also talk about the
importance of adjusting the SLR? I think there is a consensus de-
veloping that the Fed is impairing the liquidity of our Treasury
markets by not recalibrating the SLR.
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Mr. DUFFIE. Yes, Mr. Barr. The SLR is indeed a distortionary
form of capital buffer. It should be changed without, in my view,
reducing capital at the banks. As you said, the Treasury market
has grown by leaps and bounds. The main concern is that the
banks themselves have not been able to grow as quickly as the
Treasury market. As I answered to Mr. Hill, the market capacity
has to come from somewhere else, including all-to-all trade.

Mr. BARR. That is the short-term solution. The long-term solu-
tion is growth and fiscal discipline.

I yield back.

Chairman Lucas. The gentleman yields back. The chair now rec-
ognizes the gentleman from Indiana, Mr. Stutzman, for 5 minutes.

Mr. StuTZMAN. Thank you, Mr. Chairman, and thank you to the
panel for being here today.

How many of you would agree that we needed a trade reset?
Yes? Sir? I mean, when is a good time to do it? There is never real-
ly a good time to do it, and especially considering the fact that we
come off of 4 years of inflation, labor shortages, a regulatory envi-
ronment out of control, there is not a good time to do it, but I will
tell you what. I think that—I come from the Midwest, and I was
visiting schools in Jay County, Indiana. When the school was built
in the late 1970s, there was about 6,000 students in that school
corporation. Today, there is about 2,300. So what does that mean?
A lot of jobs left that community. That community is a—I mean,
people there are smart. They are hardworking, great values. They
are willing to do whatever it takes for their families and for their
community.

Instead, we have seen our policies just slowly push good manu-
facturing jobs away. Agriculture is consolidated. That is because of
technology. I mean, that is not completely government’s fault. You
know, there is good in that.

I will tell you what. Manufacturing has left the country because
of our trade policies. I applaud President Trump for doing it. Like
I said, is there a good time? Not really, and especially considering
what we just came off of the last 4 years.

My question is, we have seen the jobs leave. Liberation Day,
could it have been another day? Maybe April 16th would have been
a better day. I do not know but it needed to happen.

So, Mr. Jersey—or actually, any of you all could answer this—
W(])Otlﬂg you agree that volatility in financial markets, it is inevi-
table?

Mr. JERSEY. Yes, it absolutely is. In fact, when interest rates
were similar to where they are today, and you go back to the early
2000s, from 2004 to 2006, 2007 before the financial crisis, the
range of daily Treasurys was about the same as it is today. So, this
is not an unusually volatile period of time. We get days and mo-
ments that are very volatile, and that is where this illusion of li-
quidity that I have suggested we have plays into things. At the
f)ame time, the market is not unusually volatile on a day-to-day

asis.

Mr. STuTZMAN. The other thing I would mention, too, I mean,
while we want to see our Treasurys, our securities solid, here are
some headlines. “Trump hails $20 billion investment by shipping
firm.” “Siemens announces $285 million investment.” “Trump an-
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nounces a $500 billion AI infrastructure investment.” I know Apple
has announced investment. All this investment is coming into the
United States. Is that a bad thing? No, it is good. So, I appreciate
the other side, and people want to say Trump’s tariff policy created
all of this volatility. Yes, it sure did. I have also had investors at
home say, you know what, I am making money in the market right
now. I mean, some do, some do not, right?

Does volatility generally make the job of a trader more difficult?
Anybody? Mr. Duffie.

Mr. DUFFIE. Yes. In some research that I did with economists at
the Federal Reserve Bank of New York, we showed that volatility,
as Mr. Jersey said, is a fact of life in the Treasury market, and
market illiquidity in the Treasury market rises in lockstep with
volatility. What we should really be concerned about is when mar-
kets become illiquid beyond the extent to which volatility suggests.

As we saw in March 2020, market dysfunction can be greater
than that associated with just fundamental volatility, and that is
what the government and the Fed should be focused on. Yes.

Mr. STUTZMAN. I want to say thank you. I just think that in this
case here, sure, there can be fingers pointed, volatility did occur,
but it was not a surprise necessarily. I mean, we all kind of knew
President Trump was going to have some sort of tariff policy, and
it is the ones that we are surprised by that are the ones that hurt
the most and have lasted the most.

I mean, if you look at COVID and what COVID did, did it re-
cover eventually? Yes, you can look at the trajectory, and we are
kind of back on the right trajectory, but there was a lot of loss.

Anyway, thank you for your comments, and Mr. Chairman, I will
yield back.

Chairman Lucas. The gentleman yields back.

The chair now recognizes the gentlewoman from the great State
of Texas, Ms. De La Cruz, for 5 minutes.

Ms. DE LA CrUZ. Thank you, Chair Lucas, and thank you for the
witnesses for being here today.

I am in deep south Texas, and I have really enjoyed the con-
versation today and your remarks, so thank you so much for that
and your time.

This question is really for all of the witnesses. What do you be-
lieve are the soundest steps that we can take to ensure U.S. re-
serve currency status for as long as possible? I will start with you,
sir, Mr. Wuerffel.

Mr. WUERFFEL. Thank you. What I will say is I will speak to the
Treasury market in particular, and I think, again, I would go back
to the safety and liquidity of the market. So things that reinforce
the Treasurys’ security, safety, and their liquidity, we see three key
areas here.

One is to complete the central clearing rule in a timely manner
because that will improve market safety. We also believe that im-
proving Treasury market intermediation is very important. We
have talked about this, including an adjustment for cash and
Treasury securities in the leverage ratio that will help intermedi-
ation in the market. Third, supporting market liquidity. That can
be done a number of ways, but it is all about the ability to convert
a Treasury security to cash, so that is about connecting public and
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private liquidity hubs, meaning you can move a Treasury security
to where it needs to go to be converted to cash.

Ms. DE LA Cruz. Thank you. Mr. Duffie.

Mr. DUFFIE. Thank you, Ms. De La Cruz. So as everyone seems
to have agreed today, the most important aspect of this is U.S. defi-
cits. So that is one component of dollar dominance.

More pertinent to today, Treasury market resilience is crucial.
Treasury markets are the anchor of dollar dominance. It is also im-
portant, consistent with Mr. Wuerffel’s comments, that global in-
vestors feel that they can move dollars and Treasurys easily
around the world and that funding markets are open. For this rea-
son, the Fed’s swap lines with foreign central banks are crucial to
ensuring that foreign banks have access to dollar funding from
their own central banks.

Ms. DE LA Cruz. Thank you. Mr. Jersey.

Mr. JERSEY. Yes, thanks very much for the question. I concur
with my fellow panelists who have spoken before that reducing the
deficit in particular and getting it to below the level of nominal
GDP growth would be a major step to convince foreigners in par-
ticular and global investors to invest.

Also something else that is going on right now that I have to
write about, unfortunately, just about every single week, and that
is the debt limit, the risk of default every time we go through a
debt limit crisis does affect people’s perception of the safety and
soundness of U.S. Treasurys. Even though everyone does expect us
to always raise it, at some point, if there is a misstep and someone
forgets to vote or something like that on the floor, anything that
reduces the full faith and credit of the U.S. Government in the eyes
of foreigners is going to be a pretty significant hit to Treasury li-
quidity.

Ms. DE LA Cruz. Thank you. Ms. Cetina.

Ms. CETINA. Thank you. I would talk about the three mecha-
nisms of, I will call it, credit creation in the U.S. economy. First,
we all agree on the fiscal deficit. So, Secretary Bessent, Ray Dalio,
everyone on this panel, getting that down into like a 3 percent vi-
cinity would be very helpful.

Second is credibility is backed by confidence in the central bank
and to the extent that there are discussions that could radically
alter the credibility of the Fed as an institution, that is important
to nip in the bud, I guess, is what I would say.

The third point I would make is a lot of what we are talking
about here in terms of banks holding more Treasurys, implicitly, in
my view, that implies that banks have less capacity to lend to the
private sector. That is bad. I think we need to recognize that im-
plicitly in this conversation about SLR is potentially banks lending
less to small businesses in the real economy. That is something
that, again, is addressed if we take care of the first problem on the
fiscal deficit, so thank you.

Ms. DE LA Cruz. Thank you so much. I would like to add to this
conversation that I recently introduced a bill called Bringing the
Discount Window into the 21st Century Act, which would require
the Federal Reserve to conduct a review of the discount window,
a key source of liquidity that small banks rely on in times of stress.
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This seems to be a common theme that you all have said through-
out not only this hearing but in our discussion today.

Thank you so much for your time. I yield back.

Chairman Lucas. The gentlelady yields back. The chair now rec-
ognizes the gentleman, Mr. Downing, from Montana, for 5 minutes.

Mr. DOWNING. Thank you, Mr. Chairman, and thank you to our
witnesses today.

I am glad we are having this hearing today to discuss early vola-
tility in the Treasury market following President Trump’s deter-
mination that our trading partners trade fairly with the United
States. As everyone in this room is aware, this is exactly what
President Trump ran on, making sure the United States is no
longer taken advantage of. The trade policies of the past several
decades have failed this Nation, its workers, and its communities.
’II‘he U.S. trade deficit in January totaled a whopping $131.4 bil-
ion.

Despite the naysayers, the President’s strategy is working. The
United States is currently negotiating with all of its major trading
partners. Just recently, the United States announced a historic
trade agreement with the United Kingdom, creating unprecedented
market access for U.S. producers, very meaningful to my district,
especially my beef producers, but excited about that.

This was through tough negotiating posture, and President
Trump forced China to the table, promising to bring future pros-
perity for the American workers. Already, companies have pledged
to invest hundreds of billions of dollars in the United States and
create hundreds of thousands of new jobs.

I am going to start first with Mr. Wuerffel. The U.S. dollar has
been the global reserve currency since World War II. Having that
status has allowed the U.S. to borrow at lower costs, which stimu-
lates economic growth and increases standards of living. Critics say
the President’s trade policy has permanently damaged the dollar’s
global reserve currency status. Do you agree?

Mr. WUERFFEL. Thank you for the question. I think what we saw
in April was high volatility, initially around trade policy, and then
that spilled over into uncertainty around growth, inflation, and the
path of fiscal and monetary policy. I think markets reacted to that
by expressing price volatility. I think these types of episodes are
useful reminders to focus on the structural safety and liquidity of
the Treasury market, and it is that long-term ability to have a safe
instrument that can be converted to cash that really matters to the
structure of the Treasury market.

Mr. DOWNING. Thank you. Move on to Mr. Jersey. One theory
early on regarding this episode of volatility was that foreigners
dumped their Treasury securities and purchased other nations’
debt as an alternative for a safe haven asset. So two parts, Is there
any truth to this theory? If so, should we be concerned?

Mr. JERSEY. Unfortunately, we do not get some of the official
data on Treasury flows until June for the April period, so we do
not know that for sure. In my discussions with investors from Asia
in particular, there were some people who said that they paused
their purchases, right, as opposed to actually going out and selling.
Sometimes pausing purchases is just as bad as selling out outright,
depending on the liquidity situation at the time because if they
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were a liquidity provider and now all of a sudden that liquidity
provider goes away, prices will move to adjust to find——

Mr. DOwNING. Right, right.

Mr. JERSEY [continuing]. the next incremental buyer.

Mr. DOWNING. Thanks. Yes, it is not the first time the United
States has seen volatility in the Treasury market. I worry that
unaddressed liquidity episodes will only further erode the world’s
confidence in the Treasury market, which jeopardizes our economic
and national security.

I will move to Dr. Duffie. Are there any notable similarities or
differences between this most recent friction in the Treasury mar-
ket with any of the previous frictions that we have had in the
Treasury market?

Mr. DUFFIE. Yes. As was said by one economist, every market
disruption is special in its own way. So this one, I agree with Mr.
Wuerffel, was basically fundamental uncertainty coming out of
trade policy and then the reactions concerning inflation and gov-
ernment policy going forward. It did not reach to the point where
it became a crisis, and to that extent, it was much different than
the COVID shock, which was a fundamental shock to the macro
economy.

Mr. DOWNING. Yes.

Mr. WUERFFEL. So, I would make an important distinction be-
tween those.

Mr. DOWNING. Thank you.

Mr. Wuerffel or Mr. Jersey, anything to add? We will start with
Mr. Jersey.

Mr. JERSEY. Yes, I concur with that assessment. The fact is the
market was functioning, and the volatility never got to the point
where you had issues with clearing Treasurys or with balance
sheets that just did not exist for an extended period of time. Again,
a lot of the volatility that we saw was headline-driven, so it was
just investors getting in and out. They were not sure what was
going on, so they were reacting to a variety of different headlines,
and that created this volatility. Remember, some of this volatility
was not necessarily just people selling Treasurys

Mr. DOWNING. Right.

Mr. JERSEY [continuing]. just the opposite at times where there
were people buying a lot of Treasurys during that period of time,
the 7th, 8th, and 9th of April, just when you look at the trading.

Mr. DOWNING. All right, thank you.

Mr. Wuerffel, anything to add?

Mr. WUERFFEL. You know, when I think about Treasury market
functioning in prior episodes, the real episodes of dysfunction had
three elements. One was price volatility. That can be caused by
fundamental uncertainty about different factors. Second was that
the liquidity of the market, the ability to trade, deteriorated dra-
matically. Third is really about do funding markets, the ability to
ﬁnanc?e the Treasury security and borrow cash, start to express
stress?

We have not seen that kind of trifecta in April. We did see vola-
tility in prices, deterioration in some liquidity, but really, funding
markets held up fairly well, and uncertainty decreased over time,
and I think market functioning was——
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Chairman Lucas. Thank you.

Mr. WUERFFEL. Mr. Chair, I yield.

Chairman Lucas. The gentleman’s time has expired.

The chair now recognizes the gentleman from Wisconsin, Mr.
Fitzgerald, for 5 minutes.

Mr. FITZGERALD. Thank you, Chairman.

Mr. Wuerffel, I know we kind of went over some of this stuff ear-
lier this morning, but can you explain again how the leverage ratio
may discourage banks from providing liquidity to the Treasury
market, in particular, kind of in times of stress?

Mr. WUERFFEL. Sure. The Treasury market requires inter-
mediaries to function well because it is not an exchange-traded
market. So, the capacity of intermediaries to carry out that activity
is very important.

The leverage ratio was designed as a backstop to guard against
risks, but today, it serves as, in some cases, the first line of de-
fense, and it constrains banks from intermediating, especially in
times of stress. What we would say is that having a targeted ad-
justment to the SLR, as well as the tier 1 leverage ratio could help
boost capacity in those times of stress so you are not bumping up
against the leverage ratio. If the policy objective is to support
Treasury market liquidity, it would help with that. It can also be
done in a way that continues to have a safe and sound banking sys-
tem.

Mr. FITZGERALD. As U.S. debt issuance continues to grow, do you
believe that the current leverage ratio framework is adequately
supporting kind of the health and resilience of the Treasury mar-
ket?

Mr. WUERFFEL. So as some of the panelists have noted, the size
of the Treasury market has really outpaced the growth in inter-
mediation capacity dramatically. So, that trajectory of the govern-
ment market is important, first of all, to have a sustainable fiscal
trajectory. That is important, but also to support intermediation in
that growing marketplace, and I think that is why making these
sort of targeted adjustments and looking at the things that con-
strain capacity on intermediaries is quite important.

Mr. FITZGERALD. As someone who represents a district that is
heavy in manufacturing, specifically light manufacturing, and with
the tariffs, that if I go back to 2020, it was kind of a line of manu-
facturers kind of at my door saying, if there is any way we can get
an exemption, that would be wonderful, right? That is kind of—
that whole discussion has begun again.

Mr. Jersey, let me ask you kind of on a bigger scale, would get-
ting our fiscal house in order—I know we have talked a lot about
the national debt right now—as well as growing the economy,
which there was a couple references to President Clinton and, what
was the magic back then that got us back to a balanced budget.
How do you think that those changes could help reassure investors
that Treasurys are a safe haven asset, really, of the entire world?

Mr. JERSEY. Thanks very much for the question. It really is just
having a sound fiscal house, number one; and, number two, ensur-
ing a lot of these regulations are enacted so people know that they
can transact easily. That will certainly help investors not only
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abroad but also here in the United States be comfortable holding
Treasury securities in both the long and short term.

We have to remember, a lot of people adjust their interest rate
exposure using Treasury securities. So, let us say that you own cor-
porate bonds on one side. You might hedge that by selling a Treas-
ury or selling a Treasury future or paying in an interest rate swap.
All of those things are true. So, our corporate bond market actually
works better because we have a liquid, sound, safe Treasury mar-
ket. By enhancing liquidity in the Treasury market, you are not
only enhancing liquidity for the government, but enhancing liquid-
ity for businesses in the United States as well.

Mr. FITZGERALD. Very good. Thank you. Chairman, I yield back.

Chairman Lucas. The gentleman yields back.

The chair now recognizes the gentleman from Nebraska, Mr.
Flood, who is also Chair of the Subcommittee on Housing and In-
surance for 5 minutes.

Mr. FLoOD. Thank you, Chairman.

Continued robust demand for U.S. Treasurys is foundational to
our economy, and disruptions in the Treasury market have enor-
mous consequences for the United States and countries around the
world. The focus of this hearing today is the volatility in Treasury
markets in April, following the White House announcements that
tariff policies were going to undergo a rehaul as part of what we
call Liberation Day.

To recap, after the tariff announcements, the stock market plum-
meted, and the 10-year yield initially dropped 20 basis points be-
fore quickly jumping 40 basis points over the course of the next
couple of days. I would like to ask our panelists about each of those
events I just summarized separately to better understand what
may have caused them.

Let us start with the initial movement post-Liberation Day
where both the stock market went down and the 10-year bond
yields moved down as well. To my understanding, this movement
1s roughly in line with what one would expect in the event of insta-
bility in the stock market. Treasurys are considered to be a safe
haven, and often when money is pulled out of the stock market, a
natural safe place to divert it would be Treasurys. As demand for
Treasurys go up, yields should go up.

Mr. Wuerffel, Mr. Duffie, Mr. Jersey—and this is just looking for
a brief answer here—is it fair to say that it is typical to see bond
yields drop in the event of rapid flight of capital from the stock
market?

Mr. JERSEY. Yes, it is. One of the things that you have to realize
during that period of time as well is not all Treasury yields rose
during that period of time. Short-term Treasury yields actually
went down because of the expectation of—I am not saying this was
my expectation; this was the market’s expectation—of a slower
economy and a Federal Reserve going to be cutting interest rates.
In doing so, you saw, yes, 10-year yields rose, but short-term yields
like 2-year yields went down.

Mr. FLooD. Mr. Dulffie.

Mr. DUFFIE. Mr. Flood, the fact that the Treasurys are a safe
haven for investors involves two different features. One is the one
you mentioned, and you had diagnosed it perfectly. As risk rises,
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investors tend to flee to quality, and that is the U.S. Treasury mar-
ket. The second phase is once the risks materialize into a serious
crisis, many investors want to sell their Treasurys and go to cash.
It is at that point that Treasury yields could rise if the market can-
not handle that. That is what we saw, for example, in the COVID
shock. So, both market depth and the quality of the U.S. Govern-
ment’s credit are crucial to that safe haven role.

Mr. FLooD. Mr. Wuerffel.

Mr. WUERFFEL. I agree with the fellow panelists here. I think the
initial reaction was one that we typically see, which is that, as a
safe haven instrument, investors, when facing risk, can move into
Treasury securities. Some of that movement then reversed as un-
certainty spilled over into other questions about the trajectory of
growth and inflation and fiscal and monetary policy.

Mr. FLooD. Okay, great. That is what I expected. Now comes the
interesting part. Then the 10-year yields rise. We just established
that a drop in yields in an environment with a flight of capital
from the stock market is normal. That makes this increase in
yields, while the stock market continued to remain volatile, seem
so much stranger by comparison.

I have heard a few different explanations of this. One is that in-
flation expectations had increased and that yields responded to a
new perception around inflation. A second was that institutional
investors were forced to liquidate positions that were highly lever-
aged due to volatility. One more theory was that foreign investors
were spooked and trying to offload U.S. debt altogether.

We will start on the other end this time with Mr. Wuerffel and
then go to Mr. Duffie and then Mr. Jersey. I would be interested
to hear from each of our panelists that I just identified and what
they think the cause of this Treasury yield activity was specifically
and whether it is one of the potential explanations I just used or
a combination of them or something else entirely.

Mr. WUERFFEL. Thank you for that question. I think it is a com-
bination of factors that uncertainty around, in the first instance,
trade policy, and then drove uncertainty around some fundamental
factors that drive interest rates, things like the growth, the macro-
economic growth, the trajectory for inflation, what fiscal and mone-
tary policies might do, and even the size of Treasury debt out-
standing. So all of those things drive interest rates, and there were
upside and downside scenarios for those, and I think that is why
we saw such volatility in the market.

Mr. FLooD. Mr. Dulffie.

Mr. DUFFIE. I agree. Inflation and fiscal uncertainty were the
main sources of volatility. We do not know yet, Mr. Flood, whether
in fact foreign investors did unload Treasurys. As Mr. Jersey said,
those data will only become available in June. There are early indi-
cations: The Ministry of Finance of Japan does publish faster data
and show that around 20 billion of U.S. bonds, corporate bonds and
Treasurys, were sold around early April. That is not an enormous
amount. It sounds like a lot, but it is not an enormous fraction of
foreign holdings of bonds. So, I am going to speculate that, once all
the data come out, we are going to find that there was not massive
selling of Treasurys, but there was repricing on the volatility that
Mr. Wuerffel mentioned.
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Mr. FLooD. I appreciate that, and my time is up, so I yield back.

Chairman Lucas. The gentleman yields back.

The chair would like to thank all of our witnesses for some really
exceptional testimony today. I would note my one takeaway is the
financial markets are a lot like Congress. We are both rational
until we are irrational.

Without objection, all members will have 5 legislative days to
submit additional written testimony and questions for the wit-
nesses to the chair. The questions will be forwarded to the wit-
nesses for their response. Witnesses, please respond no later than
June 23, 2025.

[The information referred to can be found in the appendix.]
This hearing is adjourned.
[Whereupon, at 11:34 a.m., the Task Force was adjourned.]
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Bank Policy Institute Statement for the Record

Before the Task Force on Monetary Policy, Treasury Market Resilience and Economic Prosperity

“Examining Treasury Market Fragilities and F jve Solutions”
May 15, 2025
Dear Chairman Frank Lucas, Ranking Member Juan Vargas and Honorable Members of the Task Force:

The Bank Policy Institute welcomes the opportunity to provide input to the Committee on its hearing on
“Examining Treasury Market Fragilities and Preventative Solutions.” Leverage capital requirements,
including the supplementary leverage ratio, constrain banks’ ability to intermediate in the Treasury
market. These capital requirements, which treat all assets the same regardless of risk level, are meant to
serve as a backstop, not a binding constraint.

Treasury securities have grown while banks’ balance sheet capacity remains limited. The confluence of
capital and liquidity regulations has had a contradictory impact on banks’ balance sheets, with banks
holding lots of Treasuries to meet liquidity requi but being ined by capital requi

from actively intermediating. The result: Less capacity for providing liguidity and depth in the Treasury
market, and greater risk of market instability in stressful times. Reforming leverage capital
requirements, including the 5LR - a long-overdue change — would unlock capacity to intermediate and
bolster the resilience of this critical market.

‘We respectfully submit the following resources for your consideration, which further outline our views.

1300 Eye St. NW, Suite 1100 West, Washington, DC 20005 | www.bpi.com | @bankpolicy | 202.289.4322
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Treasury Market Resiliency and Large Banks’ Balance
Sheet Constraints

BPI Staff | Feb. 6, 2025

The U.5. Treasury market faces increasing intermediation challenges that could threaten its stability and
resilience. Since 2007, outstanding Treasury securities have grown nearly fourfold relative to primary
dealer balance sheets, as post-crisis regulatory capital requir have constrained dealers’ ability to
make markets effectively and reduced market depth.

The decline in intermediation capacity is evident in some of the changes seen in the composition of bank
balance sheets. Large banks, which usually include a primary dealer entity, have significantly increased
their Treasury holdings. Data from regulatory reports shows that the share of U.S. Treasuries relative to
total assets has expanded from 3 percent in 2013 to 11 percent in 2024. Other high-guality liquid assets
such as deposits at Federal Reserve banks and agency mortgage-backed securities have also increased
materially in recent years.

This seemingly contradictory situation—where dealers’ market-making capacity has decreased while
banks’ Treasury holdings have increased—can be explained by the dual impact of post-crisis regulations
on bank balance sheets. While capital requirements have constrained dealers’ ability to actively
intermediate in the Treasury market, liquidity regulations have simultaneously incentivized banks to
hold more high-quality liquid assets, including Treasuries. As a result, although large banks hold more
Treasuries, their capacity to provide liquidity and depth to the market has not kept pace with the growth
in outstanding Treasury securities,

The expansion in holdings of Treasuries and other low-risk assets has not affected risk-based capital
ratios, but has driven down banks' leverage ratios, particularly the enhanced supplementary leverage
ratio (eSLR). Currently, three of the six largest bank holding companies are bound by the e5LR,
preventing further Treasury purchases unless they reduce other assets or raise capital. When leverage
ratios become binding, banks have the incentive to decrease low-risk activities, such as intermediating in
Treasury and Treasury repo markets.

bpl.com 1
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Furthermore, during periods of market stress, banks typically experience a significant influx of deposits,
which can lead to capital constraints imposed by the SLR and the Tier 1 leverage ratio. If it is costly for
banks to raise new external capital during these stress times, they will be further incentivized to reduce
their lending activities and other financial intermediation services to economize capital. This contraction
in banking activity would worsen the effect of the initial market stress, amplifying damage to the
broader financial system.

The resulting decline in intermediation capacity of banks raises significant financial stability concerns, as
evidenced by multiple market disruptions. As capital constraints limit traditional intermediaries,
Treasury market intermediation increasingly relies on principal trading firms (PTFs).! However, PTFs
operate with short-term strategies and, unlike primary dealers, are less willing to make markets during
stress periods. Furthermore, PTFs principally provide liquidity for on-the-run Treasury issues and
liquidity for off-the-run issues remains dependent on dealer intermediation.

Assuming Treasury issuance continues to expand due to fiscal deficits, banks will be disincentivized to
support that market. To preserve market functioning, bank regulators could simply recalibrate the eSLR
— something they proposed to do in 2018 but never did for political reasons — and modify the Tier 1
leverage ratio. These adjustments are critical for enabling banks to accommodate the growing supply of
Treasuries.

The Role of Primary Dealers in the U.S. Treasury Market

The U.S. Treasury market, where 528 trillion of outstanding securities are currently bought and sold, is
considered the world's deepest and most liquid securities market. However, it has experienced periods
of dysfunction, including notable disruptions in March 2020, September 2019 and October 2014.

In the Treasury market, dealers serve as important intermediaries, facilitating trades with a broad range
of clients, including foreign central banks, asset managers, pension funds and hedge funds. These
dealers maintain significant balance sheets to support longer-term positions and larger trades, often
warehousing securities when there is no immediate offsetting interest. The role of dealers is especially
important in the off-the-run securities market (any Treasury security that has been issued), where their
ability to hold positions until matching buyers or sellers emerge is necessary for market functioning.

However, while dealers remain essential liquidity providers, their intermediation capacity has not kept
pace with the growing Treasury market size. Since 2007, the total amount of Treasuries outstanding has
grown nearly fourfold relative to primary dealer balance sheets. This trend continues due to large U.S.
fiscal deficits and regulatory capital constraints. All of the largest dealers operate within bank holding
company subsidiaries, making their balance sheets subject to both capital and liguidity regulations.
More specifically, the eSLR introduced in 2014, along with other post-crisis capital requirements like
global systemically important bank (GSIB) capital surcharge, have significantly constrained dealers’
willingness and ability to intermediate trades.

Figure 1 shows that the primary dealers’ share of longer-term Treasuries at auctions has been declining
since the introduction of these banking regulations, a trend that appears to have intensified in the post-
pandemic period.

# Principal trading firms are smaller, nonbank firms that trade on electronic platforms wsing automated trading strategies, They are important
providers of short-term Bquidity in Treasury markets.

bpi.com
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Figure 1: Primary Dealer Share of Auction Awards of Longer-Term Treasuries
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Evolution of Large Banks' Holdings of U.S. Treasury Securities

Analyzing the trends in large banks' Treasury holdings provides insights into why their capacity to make
markets efficiently has declined. The data show that post-crisis rules have materially changed the
balance sheet composition of large banks. While the largest banks’ total assets grew modestly at 3.8
percent during the 2013-2014 period, holdings of U.S. Treasury securities surged at more than 16
percent annually, as shown in Figure 2. The sizable shift toward U.S. Treasury securities reflects a
fundamental shift in the asset allocation strategies of the largest banks. In terms of balance sheet share,
the share of USTs in total assets has gone from 3 percent of total assets in 2013 to 11 percent of total
assets in the third quarter of 2024,

Figure 2: Growth of LS. Treasury Securities at the Largest Banks
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According to some recent academic papers, large banks have increased their holdings of Treasury
securities post-Global Financial Crisis for several key reasons: ?

+ Increased capital requirements following the global financial crisis (namely Basel Ill, GSIB
surcharge and stress testing), particularly for the largest banks, have reduced banks’ incentives
to make loans. Since larger banks face higher capital requirements for loans than smaller banks,
they have shifted their portfolio toward liquid assets such as Treasury securities and away from
loans.

« The introduction of liquidity requirements has forced large banks to increase their holdings of
high-quality liquid assets, which include Treasury securities, in place of loans.?

+ Growing competition from nonbank lenders in traditional corporate lending markets has pushed
banks to reallocate their assets toward securities,

An important consequence of the largest banks’ increased holdings of U.S. Treasury securities has been
to make leverage ratios, particularly the supplementary leverage ratio, more binding on these
institutions.

For this purpose, it is crucial to note that securities held by bank holding companies at the insured
depository institution for compliance with liquidity regulation or as investment assets are not typically
available for use in broker-dealer intermediation. Thus, it is possible for the holding company to be
awash in Treasury securi
them.

es while its broker-dealer subsidiary simultaneously experiences a shortage of

Banks’ Balance Sheet Capacity to Hold Low-Risk Assets Has Been Declining

The SLR is defined as the ratio of Tier 1 capital to total leverage exposure. Total leverage exposure
includes on-balance-sheet assets and certain off-balance-sheet exposures, such as derivatives and
securities financing transaction exposures, and credit-equivalent amounts of loan commitments. Under
the eSLR framework, the largest banks must maintain a three percent minimurm requirement plus an
additional two percent eSLR buffer, while their insured depository institution subsidiaries must maintain
a 6 percent e5LR to be considered "well capitalized.”

To determine what factors have made the eSLR increasingly binding over time, we examine banks’
capacity to absorb securities that have a zero risk weight under risk-based requirements, such as U5,
Treasuries, without triggering the eSLR as the binding requirement. Specifically, we calculate the
additional amount of Treasury securities a bank could hold without increasing its overall Tier 1 capital
requirements. For example, a bank holding company for which the eSLR currently generates the highest
Tier 1 capital requi has no ining balance sheet capacity for additional Treasury securities.

To determine balance sheet capacity, we first calculate the Tier 1 capital banks must hold to meet risk-
based requirements. These are determined by Basel Ill risk-weighted assets, the stress capital buffer and
the GSIB surcharge.* We also assume that banks maintain buffers over these requirements of 50 basis

¥ See for example “Stulz, Rene, Alvaro Taboada, Mathijs van Dijk, “Why are Bank Holdings of Liquid Assets so High?” NBER Working paper
30340, May 2023 and Hansan, Samuel, Victoria lvashina, Laura Nicolae, Jeremy Stein, Adi Sunderam, and Daniel Tarullo, “The Evolution of
Baniking in the 21 Century: Evidence and Regulatery Implications,” Broakings Papers on Economic Activity, Spring 2024,

¥ Spe for example “Sundaresan, Suresh and Kairong Xiao, "Liquidity regulation and banks: Theory and evidence,” Jowrnal of Financial Economics,
Vel 151, January 2024,

* Prior to the adoption of the stress capital buffer in 2020, we assume the implied SCB equals the maximum decline in each bank’s common
equity tler 1 capital ratio under the Fed's stress tests. While this proxy is somewhat imperfect because it includes dividends pald In each quarter

bpi.com
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points for their Tier 1 risk-based requirement and 25 basis points for their e5LR requirement. Table 1
presents the balance sheet capacity calculations for each of the largest banks as of the third quarter of
2024. The results show that three of the six banks are bound by the e5SLR, indicated by zero balance
sheet capacity. This means these banks cannot increase their Treasury holdings without needing to fund
themselves with additional Tier 1 capital.

Table 1: Current Balance Sheet Capacity to Hold US Treasuries

Banks ($ eSLR — Current Framework

Billions) - - - - - —

as of q32024 Tier lIRequlrement Tier 1 Requirement Effective |\"'!II'1II'I’11.|I'I1 Balance ?heet
Risk-Based eSLR eSLR Requirement Capacity

PM 248 257 5.25% 0

BAC 203 199 5.25% 72

C 165 158 5.25% 135

WFC 133 119 5.25% 270

GS 105 111 5.25% 0

Ms 73 80 5.25% 0

Total 926 923 - 478

Note: The table assumes management buffers of 50 basis points for Tier 1 risk-based requirement and 25
basis points for the SLR requirement.

Figure 3 shows how balance sheet capacity at the largest banks has evolved since the adoption of the
eSLR. The capacity of U.S. GSIBs to acquire additional Treasuries has shown a persistent decline since
2016, consistent with the increase in the proportion of U.S. Treasuries in banks’ balance sheets shown in
Figure 2.

A perfect test case to determine the impact of the SLR came in April 2020, when the Federal Reserve
temporarily removed reserves and U.S. Treasuries from the denominator of the SLR calculation for
banks.® This action was taken because the lack of dealer intermediation capacity had forced the Fed to
make massive purchases of U.S. Treasury securities to address market dysfunction. The dysfunction
occurred when a dash for cash during the onset of the COVID-19 pandemic overwhelmed dealer
intermediation capacity.

By excluding cash and Treasuries from the SLR denominator, the Fed effectively lowered the amount of
capital banks were required to maintain against these assets, freeing up their balance sheets to support
the Treasury market and the economy during the crisis. According to Koont and Walz (2021), the
relaxation of the SLR during COVID increased bank credit supply and improved Treasury market
liguidity.®

of the planning horizon, rather than the four quarters of dividends included in the actual SCB caleulation, it remains sufficient for the purposes

of this analysis,

*In April 2020, the Federal Reserve Board allowed banks to deduct depasits held at Federal Reserve Banks (“reserve balances”) and Treasury
securities from the of the SLR an basis. Press Release, “Federal Reserve Board anngunces temporary change 10 its
supplementary leverage ratio rule to ease strains in the Treasury market resulting from the ¢ irus and increase banking

ability to provide credit 1o households and businesses,” Apei 1,

2020, hitps:/Swww. federolreserve. gov/n nts/press bereg20200401a.htm,

* See Koont, Naz and Stefan Walz, "Bank Credit Provision and Leverage Constraints: Evidence from the Supplementary Leverage Ratio,”
Columbia Business School Research Paper, July 2021, Available at

hittps://papers.ssen.com,/sold/| cfm?abstract_id=3798714. For the positive effect of the SLR relef announcement by market participants,
see The Fed — Impact of Leverage Ratio Relief Announcement and Expiry on Bank Stock Prices.
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After the expiration of the temporary SLR relief in March 2021, the Fed stated that it would soon invite
comments on several potential modifications to the SLR.” However, nearly four years later, after political
criticism of any step to provide capital relief to banks, no public consultation has been launched.

Figure 3: Balance Sheet Capacity For Risk-Free Assels
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Reforming Leverage Ratios

The Federal Reserve and the Office of the Comptroller of the Currency published a proposal in 2018 to
tailor the eSLR for U.S. Global Systemically Important Banks.® The proposal aimed to incentivize firms to
engage in low-risk activities by adjusting the 2 percent eSLR buffer to one-half of the Method 2 GSIB
surcharge. At that time, all GSIBs had Method 2 surcharges below 4 percent, meaning this modification
would have increased their balance sheet capacity. Crucially, the proposal included changes to the eSLR
buffer at the lead insured depository institution, which would allow banks to optimize capital allocation
across different subsidiaries, including broker-dealers. In other words, the relaxation of capital
requirements at the bank level allows for more capital to be deployed to broker-dealer subsidiaries and
increases the balance sheet capacity of the broker-dealer.

Given the growth in GSIB surcharges due to economic growth and inflation, U.S. regulatory agencies
could consider reissuing the eSLR proposal with a modification: replacing the 2 percent eSLR buffer with
one-half of the Method 1 rather than the Method 2 surcharge. This approach aligns with Basel standards
and matches how the e5LR buffer is defined. The U.S. version of the GSIB surcharge (Method 2) is about
twice as high as the surcharge under Method 1 for several banks, as demonstrated in Table 2.

Lastly, AManse, Gara, Marca Cipriani and Gabriele La Spada, “Banks’ Balance-Sheet Costs, Manetary Policy, and the ON RRP,” Federal Reserve
Bank of New York Staff Reports, no. 1041 December 2022; revised August 2024, shaw that the expiration of the SUR refief incentivized banks to
shed deposits and reduce participation in financial markets.

74 year later, with the Treasury market stabilized, the Federal Reserve allowed those changes to upure but annaunced in a press release that
“It]o ensure that the SLR—which was established in 2014 as an additi of higher
reserves,” they “will soon be inviti on several ial SLR ifications.” Press Releasc “Federal Reserve Board announces that
the umporar\r change to its supplemenlary leverage ratio for bank holding companies will expire as scheduled on March 31," March 19, 2021,
et w. federaireserve.gov/newsevents,pressrelensesbereg 2021031 9. him,

* In any future reproposal, it would be essential for the Federal Deposit Insurance C ion [FOIC) to process,
as some bank-level requirements would affect FOIC regulations. For example, these changes could impact a bank's M to mlwetmtmg
brokered deposits or accept new ones without requiring a waiver.
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Table 2: G5IB Surcharges and Potential Deductions from SLR Denominator

GSIB Surcharge Assets to be Deducted
Method 2 Method 1 Central Bank U.S. Treasuries
Placements
JPM 4.5% 2.5% 415.8 457.2
BAC 3.0% 1.5% 2639 394.8
C 3.5% 2.0% 282.2 322.5
WFC 1.5% 1.0% 1536 717
GS 3.0% 1.5% 102.0 291.8
MMS 3.0% 1.0% 28.2 144.7

Alternative approaches to adjust the eSLR include adopting changes similar to those implemented
during the COVID-19 pandemic, specifically deducting both central bank deposits (Federal Reserve and
foreign central banks) and U.5. Treasury securities from the calculation.®”

Another option would be to combine the eSLR buffer modification with these denominator deductions.
This combined approach would more effectively tailor the eSLR, as it would apply to all banks subject to
the supplementary leverage ratio, not just the largest banks. Such a change could broaden and diversify
the supply of Treasury and Treasury repo market intermediation.

Figure 4: Balance Sheet Capacity under Separate eSLR Calibrations
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Figure 4 illustrates the impact of each proposed adjustment to the eSLR on the balance sheet capacity of
the largest banks. The chart also includes data on U.S. Treasury issuance. This comparison highlights

*We have included both U5, Treasury securities reported in the banking book (Schedule HC-8) and in the trading book (Schedule HC-D).
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how the e5LR needs to adapt to ensure banks can continue to support the liquidity of the Treasury
market effectively.

Furthermore, the U.S. agencies need to make similar adjustments to the Tier 1 leverage ratio. Since
there is no buffer in this ratio, relief requires excluding central bank placements and U.5. Treasury
securities from its denominator. However, this approach faces a constraint under the “Collins
Amendment,” which prohibits minimum leverage capital requirements from falling below the generally
applicable leverage capital requirements that were in effect for insured depository institutions as of July
21, 2010." Congressional action would therefare be needed to allow regulatory agencies to exclude
central bank placements and U.S. Treasuries from the Tier 1 leverage ratio denominator while
maintaining compliance with the Collins Amendment's floor requirements.

Lastly, the denominator changes to leverage ratios would not be compliant with the Basel standards
when d on a rule-by-rule basis, highlighting the need for a more comprehensive evaluation
method. On a holistic basis, the application of a 4 percent Tier 1 leverage ratio imposes stricter
constraints on U.S. Treasuries and reserve balances than those required by Basel. This raises questions
about the appropriateness of such stringent capital requirements, especially for low-risk assets.
Furthermare, the current regulatory framework appears to result in leverage ratios becoming the
binding requirements for U.S. banks, which was not the original intent of the Basel framework. To
address this, policymakers should strive for a balance between international compliance and more risk-
itive capital requi its tailored to the V.S,

Conclusion

Large banks' balance sheets have undergone significant changes in response to post-Global Financial
Crisis regulations. Current leverage ratio calibrations have made leverage requirements binding
constraints for many of the largest banks, These constraints are likely to become more binding during
economic downturns, particularly when banks experience substantial deposit inflows and increase their
holdings of risk-free assets.

LS. regulatory agencies should reassess these leverage ratio calibrations. Several options exist to
enhance large banks’ capacity to hold additional U.S. Treasury securities during periods of increased
issuance. Imp itation requires coordi d action through joint rulemaking by all three regulatory
agencies, as changes must apply both at the bank holding company level and at the lead insured
depository institution level.

To provide broad relief, the agencies must be willing to allow the definition and calibration of the SLR to
deviate from certain Basel requirements, provided U.S. capital requirements remain holistically as
stringent as the Basel requi ts. Finally, congressional action may be necessary to implement
needed reforms to Tier 1 leverage requirements.

Disclaimer: The views expressed do not necessarily reflect those of the Bank Policy institute’s member banks, and
are not intended to be, and should not be construed as, legol advice of any kind.

1 The Colling atipulates that generally i minimurn | g i under Prompt Corrective Action (PCAJ cannot be
kower than their 2010 levels, As of 2010, the minimem i for a bank to be i italized under PCA was 4% Tier 1
leverage ratio. However, the pre-2010 PCA regime allowed for a lower minimum of 3% for banks meeting specific criteria, incleding a CAMELS 1

rating, € one ian of the Collins could fally allow regulatary agencies to reduce the Tier 1
beverage minimurn to 3%, aligning with the lower threshold permitted under cert; n the p 3
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Empty Promises: Revisiting the Reasons to Fix the
Supplementary Leverage Ratio

BPI Staff | July 8, 2024

Leverage ratios by definition are risk-i itive. Due to this nature, they were designed and intended as
complementary backstops to risk-based capital requirements for banks, a safeguard that ensures a
minimum level of capital even if risk-based requir prove inadeq Leverage ratios, such as the
supplementary leverage ratio, were not designed to be binding constraints that frequently determine
the amount of capital banks must hold.

‘When a leverage ratio becomes the binding constraint on a bank's capital allocation, it creates
incentives that can distort a bank's behavior and undermine the efficiency of risk-based requirements.
For example, a binding leverage ratio disincentivizes banks to act as dealers in low-risk assets, such as
U.5. Treasury securities. This is because such activities become relatively expensive in terms of capital
under a leverage ratio view, despite their low risk. Consequently, this could reduce liquidity in these
important markets.
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Figure 1: Heightened Pressures on Banks' Balance Sheets
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Several factors have contributed to the SLR becoming a more binding constraint over time for the
largest banks. As Figure 1 illustrates, the growth of safe assets, particularly U.S. Treasury securities and
deposits held at Federal Reserve Banks (or reserves), has considerably outpaced the growth of banks'
intermediation capacity. It is important to note that while banks are not the only holders of Treasury
securities, and shouldn’t be, they play a crucial role in market intermediation.

Large fiscal deficits have fueled the growth in government debt, while the Fed's quantitative easing
programs and changes to the Fed's y policy fr rk have sub ially increased the long-
term supply of reserves. Although the current level of deposits at Federal Reserve banks is only slightly
higher than the level when the SLR rule was finalized in 2014, FOMC minutes from that time projected a
decline in reserves to $25 billion by 2021, a projection that did not materialize.!

In summary, the discrepancy between projected and actual reserve levels, combined with the growth in
Treasury issuance, has put pressure on banks' balance sheets and their ability to provide liquidity in
these markets.

Indeed, in April 2020, the Fed temporarily removed reserves and U.S. Treasuries from the denominator
of the SLR calculation for banks.? This was done in response to the Fed’s massive purchases of LS.

1when the Federal Reserve adopted the eSLR in April 2014 at an open Board meeting, several Board members expressed concern about the
unintended consequences of a binding leverage ratio. Staff noted that the impact of the SLR on bank balance sheets would likely be modest in
part because “the level of reserve balances will be lower in the future as the size of the Federal Reserve’s balance snee: [ reduced .~ Federal
Reserve Board, “Transcript of Open Board Meeting” at 8 and 15 (April 8, 2014), https/fwww

board-meeting-transeript-20140409.pdf. See also footnote 5 on page 41 of the April 2014 “Report to the FOMC on Economic Conditions and

Manetary Po]ll:\f part B, amlahle at

hittps:(f ve g/ Fil omcmlmsntealbookn 140424 peff.

¥ In April 2020, the Board to d depasits held at Federal Reserve Banks [“reserve balances”) and Treasury

securities from the denominator of the SLR on a temporary basis. Press Release, “Federal Reserve Board announces temporary change toits
¥ g€ ratio rub straing in thie Treasury market resulting from th irus and increase banking i

ablllt\fmsm\'lde cmin to households and businesses,” April 1, 2020,

it/ fbereg20200401a. hitm.
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Treasury securities in response to the market dysfunction caused by the COVID-19 pandemic. By

T ing cash and T ies from the SLR denominator, the Fed effectively lowered the amount of
capital banks needed to hold against these assets, freeing up their balance sheets to support the
Treasury market and the economy during the crisis. After the expiration of the temporary SLR relief in
March 2021, the Fed stated that it would soon invite comments on several potential modifications to
the SLR.? However, more than three years later, no public consultation has been launched.

GSIBs are also subject to an additional buffer on top of their SLR, called the enhanced supplementary
leverage ratio or eSLR, which requires them to maintain a two percent buffer at the BHC level and a
three percent buffer at the IDI level. In 2018, the Federal Reserve and the OCC consulted on a proposal
that would have modified this eSLR and reduced the size of these buffers; however, the FDIC did not join
in the proposal, which was never finalized.

Both Chair Jerome Powell and Vice Chair for Supervision Michael Barr have expressed support for
adjusting the SLR to facilitate Treasury market intermediation. In September 2021, Chair Powell stated
that the Federal Reserve was considering modifying the SLR without reducing overall capital
requirements to ensure leverage ratios are not binding constraints, as this would encourage banks to
take on more risk.* Similarly, in his July 2023 speech detailing his planned “holistic capital review,” Vice
Chair for Supervision Barr noted that “[t]o the extent that there are problems with Treasury market
intermediation in the future for which the eSLR might matter, the Board could consider an adjustment.”®
However, in the same address, Barr further noted that “the eSLR generally will not act as the binding
constraint at the holding company level, where Treasury market intermediation occurs” and that “if
problems arise, [we] will consider appropriate policy responses.”

Under the banking agencies’ original Basel E proposal, which includes a 19 percent increase in
risk-based capital requirements for the largest banks, the eSLR would be less likely to act as a binding
constraint, at least initially, before bank portfolio adjustments in response to its changes. However,
recent reports suggest that the banking agencies are likely to make significant changes to the Basel
proposal, which will materially increase the likelihood of binding leverage ratios, as we explain in more
detail below.

How Binding are Leverage Ratios?

One way to assess whether banks are bound more by risk-based capital or leverage requirements is to
calculate how much capital banks hold above required minimums and buffers for both risk-based and
leverage ratio requirements. The results are shown in Figure 2. Two sets of bars are presented: one
measuring the amount of excess capital for risk-based requirements (Tier 1 capital) and the other for the
eSLR, which is also measured using Tier 1 capital. The lower the bar, the more likely a bank is to be
constrained by either the risk-based requi ts or the | ge requi t. For in Figure 2

* A year later, with the Treasury market stabilized, the Federal Reserve allowed those (hang,es to expire but announced in a press release that
“[t]o ensure that the SLR—which was established in 2014 as an additional capit ing effective in an envi of higher
reserves,” they “will saon be inviting comment on several potential SLR modifications.” Press Release, “Federal Reserve Board announces that
me temporary change to its supplementary leverage ratio for bank holding companies will expire as scheduled on March 31, March 19, 2021,

/i (bereg202 10319 htm
* United States Senate tommlllee «on Banking, Housing, and Urban Affairs, "Full Committee Hearing: CARES Act Oversight of the Treasury and
Federal Reserve: Supporting an Equitahlr Pandemic Recovery™ 28, 2021), https:, banking senate.gov/hearings/cares-act.
gversight-gf-the-1 g-federal table-pandemic-recovery (1:39:30)
* Michael Barr, “Holisic Capital Review,” Speech at the Bipartisan Policy Center (1ul. 10, 2023, available at

[barr20230710a ik,
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below, JPMC is more likely to be constrained by the eSLR, which is the lower bar of the two measures.
As illustrated below, among the largest banks, the eSLR is binding—not a backstop to risk-based
requirements—for four out of the six largest banks.® Notably, these banks are also some of the most
significant providers of intermediation in the Treasury market.

Figure 2: Excess Capital with Current Requirements

30.4%
304

=

W

E

z
S 04

ERE]
2 18.0% 18.0%
k-]
= 15.1% 15.4%

P

o

E "
H 11.2% 11.2%
[VIRLE

0

)

I+

P 5.6%

44%
3.5%
%
] I I i
o] |
T T T T T T
Bank of America Citigroup Goldman Sachs IPMorgan Chase Maorgan Stanley Wells Fargo

- Risk-Based Requirement - Leverage Ratio (SLR)

Binding at the Bank Level

Banking organizations can be bound by leverage at the bank holding company level or at the level of
their insured depository institutions. When bound at the bank level, Tier 1 leverage ratio requirements
can adversely affect the efficient impl ion of tary policy by creating artificial constraints on
deposit capacity. This implies a significant constraint on the ability of these institutions to accept
customer deposits. As custody banks, STT and BK play an important role in facilitating financial flows,
and constraints on their deposit capacity could impact the effectiveness of monetary policy and the
allocation of capital. To maintain consistency across leverage ratios (and regardless of business models),
the banking agencies should also consider appropriate adjustments to Tier 1 leverage ratios.”

In the initial Basel |ll proposal, the agencies estimate that changes to RWAs would increase binding CET1
capital requirements by 19 percent for holding companies in Categories | and I, six percent for domestic

®Since 2020, the two other G51Bs that function as have nat b d by the eSLR. This is because Section 402 of the
Economic Growth, Regulatory Relief, and Consumer Protection Act permitted these banks to exclude deposits held at central banks from their
e5LR calculation, The leverage ratio was not binding for WFC given the impact of the cap on asset size.

Tt is important to note, however, that because the tier one leverage ratio was enshrined by section 171 of the Dodd-Frank Act, legislation
could be required to make signi changes to this i
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holding companies in Categories Il and IV, and 14 percent for inter holding cc ies of
foreign banks in Categories IIl and IV. According to a recent article, the Fed and other regulators are now
moving towards a plan that would reduce the originally proposed capital increases by about half.
However, based on the article, there seems to be disagreement between the Federal Reserve and the
other two banking regulators (FDIC and OCC) regarding certain provisions in the proposed capital rules
for large banks, specifically related to market risk. In addition, it is unclear how the finalization of the
Federal Reserve's proposed changes to its GSIB surcharge framework, for which the SLR measure of
total leverage exposure is a direct input, could affect that additional buffer on the risk-based
requirements.®

The significant uncertainty surrounding the overall effect of the proposal on banks' capital requirements
and how they will adjust their balance sheets in response to the finalized changes strongly suggests that
leverage ratios will likely bind frequently for the same set of banks included in Figure 2. Furthermore,
the level of risk-based requirements for these banks also fluctuates materially due to the excessive
volatility in the year-over-year changes in their stress test results and the corresponding buffer.

For these reasons, it is crucial for the agencies to release a proposal with possible adjustments to
leverage ratios to ensure that they remain as backstops to risk-based requirements. By doing so, the
agencies can provide clarity and maintain the i led role of leverage ratios within the overall capital
framework. If they fail to do so, banks will likely continue to be reluctant to make longer-term
commitments of their balance sheets to relatively low-risk business lines, such as Treasury market
intermediation.

Potential Adjustments to Leverage Requirements

Regulators have several options available to address the issues related to leverage ratios, particularly
the SLR and the eSLR. The primary goal of these adjustments is to restore the leverage ratios to their
intended role as backstop requirements and mitigate the negative impact of a binding leverage
requirement on banks' operations and the broader financial system.

In particular, "fixing" the SLR should remove disincentives to providing liquidity to the Treasury markets.
Banks provide liquidity in two basic ways: (1) by buying Treasuries and (2) by providing repo financing
(reverse repos) to others who wish to buy Treasuries.

A straightforward option to fix the SLR is to reduce the eSLR buffer by half, from 2 percent to 1 percent,
while maintaining the existing 3 percent SLR minimum requirement. This simple adjustment would be
applied fairly across all banks subject to eSLR requirements, helping to restore the backstop nature of
the leverage ratios. Alternatively, setting the eSLR buffer equal to one-half of the Method 1 capital
surcharge for U.S. GSIBs also works as a simple, straightforward and fairly applied solution.

Another approach is to exclude certain assets from the SLR denominator, such as reserve balances, U.5.
Treasury securities, and all reverse repurchase agreements that finance U.S. Treasuries. Excluding
reserve balances—as currently permitted for custody banks—would reduce the procyclicality in the SLR
requirement, as the Federal Reserve tends to increase reserve balances during challenging economic

* Regulatory Capital Rule: Risk-Based Capital Surcharges for Global Systernically Important Bank Holding Companies; Systemic Risk Report (FR Y-
15), 88 Fed. Reg. 60385 (Sept. 1, 2023).
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times. This exclusion would also improve the effectiveness of the SLR as a safeguard against errors in risk
weight calibration, given that the correct risk weight for reserve balances is undeniably zero.

Another step would be to exclude U.S. Treasuries held in trading accounts. The rationale for excluding
Treasuries in trading accounts is that, unlike Treasuries in investment account, they are subject to risk-
based requirements, so there is no need for leverage- based backstops. Finally, it would be also useful to
exclude Treasury reverse repos from the SLR. The rationale for excluding those is that the only risk is
counterparty credit risk, which already is captured by a separate component of the SLR.

Regulators also need to make similar adjustments to the Tier 1 leverage ratio, with the exception of
removing Treasury reverse repos. In contrast to the SLR, the Tier 1 leverage ratio does not have a
separate component for counterparty credit risk.

It is equally important to consider corresponding changes at the insured depository institution (IDI)
level, given the higher calibration of the IDI-level eSLR and its potential impact on bank lending. As banks
are the primary deposit-taking entities within U.S. banking organizations, the expansion of the Federal
Reserve's balance sheet has a significant impact on the balance sheets of bank subsidiaries. If IDI-level
leverage ratios are not adjusted to account for the increase in reserve balances, BHCs may need to
increase the Tier 1 capital of their bank subsidiaries, potentially leading to increased double leverage.
Double leverage occurs when a BHC issues debt to fund investments in the equity of its subsidiaries,
including its bank subsidiaries. During times of stress, when the bank subsidiary experiences losses,
double leverage can make it more challenging for the BHC to service its debt or raise additional capital.

Final Thoughts

In conclusion, leverage ratios have become increasingly binding constraints for the largest U.S. banks,
deviating from their intended role as backstops to risk-based capital requir This shift has been
driven by the growth of safe assets, such as U.S. Treasury securities and reserves, outpacing the growth
of banks’ intermediation capacity. Using regulatory FR Y-9C data for the eight U.S. GSIBs over the last 10
years, Figure 3 shows that while U.S. Treasuries as a percentage of balance sheet assets have nearly
quadrupled, their share of trading assets has decreased by half over the same period.

Aggregate

UST % of Assets

Trading Assets % of Assets*

*Excluding Treasuries

The growth in U.5. Treasury securities has used balance sheet capacity and increased balance sheet
costs attributable to the SLR and other post-crisis regulations. As a result, banks have significantly
reduced their trading inventories, which serve as a proxy for market intermediation. The binding nature
of these leverage ratios—among other regulatory distortions including punitive risk weightings in the
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risk-based capital requirements for trading activities—can distort banks’ behavior and potentially impact
market liquidity.

As the banking agencies continue to consider changes to the Basel Ill proposal, it is crucial for them to
devote attention to the longstanding issues with leverage ratios and propose necessary adjustments, as
previously promised. By doing so, they can restore the intended role of these ratios as backstops and
maintain the overall effectiveness of the capital framework while mitigating potential negative impacts
on Treasury market intermediation.

The bottom line is that the SLR is problematic for a financial system that features a bloated central bank
balance sheet and substantial reliance on market intermediation,

Disclaimer: The views expressed do not necessarily reflect those of the Bank Policy Institute’s member
banks, and are not intended to be, and should not be construed as, legal advice of any kind.
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DTCC >

Statement for the Record
On Behalf of
Depository Trust & Clearing Corporation | Fixed Income Clearing Corporation
to the
House Financial Services Committee’s Task Force on Monetary Policy, Treasury
Market Resilience, and Economic Prosperity

“Examining Treasury Market Fragilities and Preventative Solutions”
Thursday, May 15, 2025

The Depository Trust & Clearing Corporation (DTCC) appreciates the opportunity to
provide a Statement for the Record for this hearing, Examining Treasury Market Fragilities
and Preventative Solutions. DTCC, through its subsidiaries, automates, centralizes, and
standardizes the processing of financial transactions, mitigating risk, increasing
transparency, and enhancing efficiency for thousands of broker/dealers, custodian banks,
and asset managers.

DTCC's Fixed Income Clearing Corporation (FICC) subsidiary has served the Treasury
market since voluntary central clearing first started in 1986 and has consistently
introduced new innovations that have delivered increased value to market participants.
FICC's multilateral netting capabilities offer significant settlement efficiency benefits and
can alleviate constraints on Members by reducing the amount of capital required via
balance sheet netting. FICC currently processes an average of almost $10 trillion a day
in Treasury activity (as of April 2025). During heightened market volatility last month,
FICC processed over $11.4 trillion in daily activity on April 9, 2025, setting a new one-day
volume record. This accomplishment reaffirms the strength of the central clearing model
in safeguarding the integrity of the Treasury market. It also highlights the essential value
that FICC provides as critical infrastructure, mitigating risk and reinforcing confidence
across the financial markets.

For over four decades, FICC has demonstrated resilience to market shocks, ensuring
seamless post- trade processing and market stability. We continue to meet stringent
regulatory requirements, consistently review and strengthen our risk management
capabilities and remain innovative in the development of capital and liquidity efficient
solutions to ensure the smooth functioning of the markets.

Thank you for the opportunity to provide this statement and we look forward to working
with the Committee and other policymakers on this important topic.

Financial Markets. Forward.™
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Statement for the Record
James Tabacchi, Chairman'
Independent Dealer and Trader Association

House Committee on Financial Services
Task Force on Monetary Policy, Treasury Market Resilience and Economic Prosperity

Hearing: Examining Treasury Market Fragilities and Preventative Solutions
Thursday, May 15, 2025, 10:00 a.m.

The Independent Dealer and Trader Association (“IDTA™) appreciates this opportunity to submit
this statement for the hearing record on Treasury market fragilities and preventative solutions.

Recent Market Liquidity/Demand

The IDTA believes that liquidity and demand continue to be key risks representing fragilities of
the Treasury market, especially in the overnight repo market. The Standing Repo Facility
(“SRF™) established through the Federal Reserve Bank of New York (“FRBNY™) in 2021, was
designed to address this liquidity risk, and to serve as a backstop source of funding for
counterparties in, and to mitigate sudden upwards pressure in the overnight interest rates for,
repo transactions.” Despite this, the repo market continues to suffer from high periodic stress,
especially at fiscal quarter- and year-end. Last September, for example, quarter-end pressures
resulted in greater illiquidity, and the Secured Overnight Financing Rate (*SOFR™) experienced
abnormal spikes.® Likewise, the SRF saw $2.6 billion in lending in a single day—the highest
daily total amount since it was launched.*

Given the subject matter of today’s hearing, as it relates to the most recent periods of market
stress in late April 2025, the reason for that increased volatility has been materially affected by
the change in who buys and now owns Treasury securities. In the past, there was a larger
contingent of foreign government and sovereign bond funds. As those buyers have stopped or
slowed their buying of Treasuries, professional trading firms and hedge funds have picked up the

! Mr. Tabacchi is the chairman of the IDTA and the President & Chief Executive Officer of South Street Securities.
? The Fed's Latest Tool: A Standing Repo Facility, FEDERAL RESERVE BANK OF NEW YORK (Jan. 13, 2022),
https://libertystreeteconomics.newyorkfed.org/2022/01 /the-feds-latest-tool-a-standing-repo-facility/.

3 Davide Barbuscia & Gertrude Chavez-Dreyfuss, Key US shori-term rate surges amid month-end turbulence,
REUTERS (Oct. 1, 2024), https://'www.reuters.com/markets/rates-bonds/key-us-short-term-rate-surges-amid-month-
end-turbulence-2024-10-01/.
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slack. Professional trading firms are distinct in their trading patterns in volatile markets and are
traditionally less patient in adding to or even holding an existing position while the market falls.

Needed Modification to the FRBNY Standing Repo Facility Program

Repo rates generally increase at quarter- and year-end, but the September spike was high enough
to remind certain industry watchers of the 2019 repo event.’ Indeed, market participants had
previously predicted that the repo market might suffer severe liquidity issues in 2024.° as the
IDTA had pointed out in a prior statement for the record.” While the SRF has provided much-
needed liquidity to the repo markets during periods of volatility, and market participants’ usage
of the facility will only increase, concentration risk threatens to undermine the function of the
SRF in preventing liquidity crises. As such, the IDTA firmly believes that access to the SRF
must be opened to a broader segment of the market as a preventative solution.

The SRF program was initially open only to Primary Dealers,® and access was later extended to
depository institution SRF counterparties (e.g., banks). However, non-bank broker dealers that
are not Primary Dealers were never granted and continue to lack access to the SRF.? Ironically, it
is the larger depository institutions who are exactly those counterparties /east likely to increase
liquidity at fiscal quarter- and year- ends - precisely at the time when the repo market is most in
need of liquidity. Relying on these constrained counterparties may therefore limit the necessarily
flow of funds during periods of high stress. This represents a concentration risk that exacerbates
the liquidity risks that continue to trouble the repo market.

Non-bank independent broker dealers are not as constrained by balance sheet considerations
during these periods of stress that the larger depository institution counterparties experience.
Independent broker dealers are both willing and able to provide liquidity in these scenarios and
can help prevent bottlenecks in funding in the repo market, such as those that occurred in
September 2024, September 2019, and October 2015.

Nevertheless, they are denied access to a key source of liquidity because they are neither primary
dealers nor affiliated with a bank, a limitation imposed at the time by the FRBNY which only
serves to increase liquidity risks in the repo market. This is contrary to the purpose of the SRF,
which is precisely to prevent such bottlenecks. While the repo markets stabilized after these
previous liquidity events, they will only continue to occur in the future, and broader access to the
SRF will better mitigate upward pressures on the repo overnight rates and prevent liquidity
crises.

* Robin Wigglesworth, Is a repeat of the 2019 repo crisis brewing?, FINANCIAL TIMES (Oct. 10, 2024),
https:/'www. ft.com/content/b7597h71-8764-4093-bf0f-bodfbad3c307.

© Paritosh Bansal, In the Market: Repo market may throw a fit, spur Fed to action, Reuters (Jan, 22, 2024),
https://www.reuters.com/markets/us/market-repo-market-may-throw-fit-spur-fed-action-2024-01-22/.

7 Statement for the Record for House Fin. Serv. Committee Hearing Titled " Lender of Last Resort: Issues with the
Fed Discount Window and Emergency Lending”, INDEP. DEALER & TRADER A5S'N (Feb. 15, 2024),

# Jonnelle Marte, Fed establishes standing repo facilities to support money markets, REUTERS (July 28, 2021, 5:48
PM), https://www.reuters.com/article/us-usa-fed-standing-repo/fed-establishes-standing-repo-facilities-to-support-
money-markets-idUSKBN2EY20S/.

9 FAQs: Standing Repo Facility, FEDERAL RESERVE BANK OF NEW YORK (Dec. 18, 2024),
https://www.newyorkfed.org/markets/repo-agreement-ops-faqg.
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The IDTA therefore has recommended to the FRBNY, the Federal Reserve Board of Governors,
US Treasury and most recently the Securities and Exchange Commission that access to the SRF
should be given to all Tier 1 netting members of the Fixed Income Clearing Corporation
(“FICC™), especially non-bank registered broker dealers, and to FICC itself. The IDTA has
advocated for this position since the inception of the SRF and has previously made this
recommendation in its 2023 white paper (attached) on the Treasury market clearing mandate
reforms.'” This echoes a similar recommendation made by the Group of 30 (“G30”) in a 2021
publication. !

In the G30 publication, which was published prior to the establishment of the SRF, the G30
recommended the establishment of the SRF; however, they proposed that the SRF should
“guarantee to a broad range of market participants the availability of repo financing for Treasury
securities.”'? In fact, the G30 also pointed out that while, in theory, “banks and primary dealers
can obtain liquidity from the Fed and on-lend it to others . . . in a crisis the willingness of those
firms to intermediate has tended to be constrained by a combination of regulations and internal
limits on the firms’ risk-taking, both of which have tended to tighten under stress.”'* But the fact
that the ultimate source of liquidity in such times is the FRBNY, which would be fully
collateralized by US Treasuries and repriced daily, makes such transactions virtually riskless.

The Need for More Primary Dealers of US Government Securities

The IDTA also recommends, as it has in its above-mentioned white paper, that the U.S. Treasury
and FRBNY should expand the primary dealer program to include more non-bank registered
broker dealers. This measure would also decrease the concentration risk in relying only on large
depository institutions to implement monetary policy and ensure that a broader range of diverse
and competitive participants are ready to maintain more consistent and deeper liquidity.

In conclusion, the IDTA reiterates that the SRF has been a valuable tool in addressing liquidity
risk in the repo market. However, the narrow access model has resulted in concentration risk that
threatens the efficacy of the SRF in addressing liquidity risks. As such, the IDTA proposes that
access to the SRF should be broadened to all Tier 1 netting members of FICC and to FICC itself,
and that there should be more primary dealers that are non-bank registered broker dealers. These
commonsense proposals directly address the SRF’s concentration risk and would help to prevent
liquidity bottlenecks and to mitigate upward pressure on the overnight repo rates.

Thank you for your attention to this matter.

10 See INDEP. DEALER AND TRADER ASS'N, AFTER COVID-19, A BANKING CRISIS, AND THE UNCERTAINTY OF
RAISING THE DEBT CEILING: HOW TO EXPAND THE SEC'S PROPOSED TREASURY AND REPO MARKET CENTRAL
CLEARING MANDATE TO ENABLE BROADER REFORMS FOR GREATER TREASURY MARKET FINANCIAL STABILITY
(June 2023), available at https://blog.idtassoc.com/june-29-2023.

' GROUP OF THIRTY, U.S., TREASURY MARKETS: STEPS TOWARD INCREASED RESILIENCE, (July 2021), available at
https://group30.org/images/uploads/publications/G30_U.S_. Treasury_Markets-

Steps_Toward Increased Resilience  1.pdf.
12 Id. at 7 (emphasis added).

"% Id. (emphasis added).
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Ranking Member Waters:

1. Which of the following options best describes your self-identified race? (You may
choose more than one.)
a. White or Caucasian

b. Black or African American

¢. Hispanic/Latinx

d. Asian

e. Middle Eastern/North African

f.  Choose not to answer

g. Prefer to self-describe (please specify)

2. Which of the following options best describes your gender identity?
Woman

Man

Non-binary

Transgender Man

Transgender Woman

Choose not to answer

Prefer to self-describe (please specify)
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Questions for the Record
The Task Force on Monetary Policy, Treasury Market Resilience, and Economic Prosperity
of the Committee on Financial Services
Hearing, entitled: “Examining Treasury Market Fragilities and Preventative Solutions.”
May 15, 2025

Ranking Member Waters:

Dr. Darrell Duffie, Ph.D.,

1. Which of the following options best describes your self-identified race? (You may choose
more than one.)
a. White or Caucasian
Black or African American
Hispanic/Latinx
Asian
Middle Eastern/North African
Choose not to answer
Prefer to self-describe (please specify)

® oo o

2. Which of the following options best describes your gender identity?
a. Woman

Man

Non-binary

Transgender Man

Transgender Woman

Choose not to answer

Prefer to self-describe (please specify)
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Questions for the Record

The Task Force on Monetary Policy, Treasury Market Resilience, and Economic Prosperity

of the Committee on Financial Services

Hearing, entitled: “Examining Treasury Market Fragilities and Preventative Solutions.”

May 15, 2025

Ranking Member Waters:

Mr. Ira Jersey,

2

Which of the following options best describes your self-identified race? (You may choose
more than one.)
a. White or Caucasian
Black or African American
Hispanic/Latinx
Asian
Middle Eastern/North African
Choose not to answer
Prefer to self-describe (please specify)

N

Which of the following options best describes your gender identity?
a. Woman

Man

Non-binary

Transgender Man

Transgender Woman

Choose not to answer

Prefer to self-describe (please specify)
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Questions for the Record
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Representative De La Cruz:

Question: Mr. Wuerffel, I recently introduced a bill called the “Bringing the Discount Window
into the 21st Century Act,” which would require the Federal Reserve to conduct a review of the
discount window. a key source of liquidity that small banks rely on in times of stress.

ta

How do we de-stigmatize the discount window?

BNY supports faster, more reliable, and more efficient ways to exchange Treasury
securities for cash. A more liquid market can help avoid market dysfunction by giving
market participants the ability to easily convert their Treasury holdings to cash, making the
need for large-scale central bank intervention more remote. As [ stated in my testimony,
one solution to improve market liquidity includes expanding the readiness and lowering
the stigma to use the discount window so that it can be tapped readily. Some policies that
have been proposed include incorporating discount window borrowing capacity into
liquidity requirements, reforming the existing public disclosure requirement, adjusting
supervisory expectations around usage, and improving the efficacy of discount window
operations through automation.

My bill calls for a public comment period. What are possible suggestions you would
have to improve discount window performance?

BNY supports policymakers’ efforts to enhance the discount window and has assisted
liquidity providers and market participants in the timely provision of liquidity through its
triparty platform. Improving the mobility of collateral across public and private sector
sources of liquidity, including the discount window, could help enhance the ability of
banks to access liquidity more easily. We acknowledge the work the Federal Reserve has
already undertaken to advance functionality of the discount window and support further
modernizing operational processes. as well as expanding banks’ readiness to borrow.
Similarly, the Federal Reserve Board requested information in September 2024 on
operational aspects of the discount window and intraday credit. These comments should be
considered to help inform potential legislative solutions.
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